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PREFACE 


Recent developments in the fields of fiscal theory and 
fiscal policy are without doubt among the most significant develop- 
ments in economics and in what may be called, in a modern sense, 
'political economy.” Depression and war have not only provided 
the need for intensive analytical work in these fic^lds, but have pro- 
vided testiTig grounds for the application of theory. 

Along lines of broad theory and policy, the major recent con- 
tributions to the literature of public finance have been made largely 
by monetary economists. Their ])usiness cycle studies have pro- 
gressed in terms of monev and income; they have seen the in- 
adequacy of purely monetary contiols, and have been brought up 
face to face with fiscal controls as the mo.>t promising general 
solution to the problem of cyclical underemployment. The current 
barrier between the undergraduate student of public finance and the 
rich supply of recent materials carrving significant implications for 
his study is attributable to the following facts; (1) the current fiscal 
literature is nearly all on a level inaccessible to undergraduates, 
(2) it exists in widely scattered books and periodicals, which 
presents mechanical difficulties in its class use, and (.3) it is nowhere 
integrated with tliat large part of traditional piil)lie finance literature 
which is currently useful. A prime purpose of this book is to remove 
the barrier, making available to the sl-udent materials for which, in 
the author s experience, he has a genuine hunger. 

A second purpose of this book is to justify the inclusion of public 
finance in an eeonomics curriculum. To date it has appeared that 
such inclusion has reflected little more than “squatters' rights.” We 
have, of course, set up elemcntaiy theory as a prerequisite to public 
finance, on the principle that some basic theoretical concepts are 
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applicable to the study of public finance. In practice, I fear that the 
two courses have touched only at two points: diminishing marginal 
utility as applied to progressive taxation, and general price analysis 
as the vehicle for determining tax incidence. At both points the in- 
structor has been dismayed to find how ephemeral basic economic 
concepts are in the mind of the student— but that is another matter. 
Though realizing that political and sociological aspects of public 
finance cannot be ignored, the predominantly economic aspects of 
the study are here accented. 

A third objective has been to provide a unified treatment of the 
essentials of the subject in a space which lends itself to use in a one- 
term course. Even so, it is believed that time will be available for a 
respectable amount of specialized reading, either to elaborate points 
briefly discussed or to fill in gaps— for this book is intentionally not 
encyclopedic. And it is hoped that the book will neither get in the 
instructor’s way nor teach his course for him. Opportunities for dis- 
agreement abound, and requirements for elaboration are inevitable. 

Value judgments are expressed throughout the book. It has 
always seemed curious to the author that writers of textbooks in 
controversial fields have felt constrained to kc('p their opinions and 
evaluations to themselves. This is in strange contrast to the behavior 
of most good classroom teachers, who feel little of such constraint. 
Students want conclusions and opinions expressed. The textbook 
always has the first word, but the instructor who disagrees can have 
any number of last words, and is not confined in his remarks to the 
printable. 

It is not possible to name, or even to know, all those persons 
whose teachings and writings have contributed to the conclusions 
or the points of view expressed in this book. Many are mtmtioned in 
the text or in footnotes. I owe a special debt to Professors Lester V. 
Chandler and George R. Tavlor, of Amherst College. Each has 
generously given his time in discussion and in reading the entire 
manuscript in early draft. They have been extremely helpful in 
matters of organization, the detection of errors, and the improvement 
of style. On occasion I have stubbornly ignored their suggestions; 
this will account for any remaining errors. 

My father, Joseph E. Taylor, has read some sections of the manu- 
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in 

script, and his helpful suggestions have been incorporated at various 
points. I regret that space does not permit the mention of several 
others who have given specific aid, including those who have assisted 
in the mechanics of preparing the manuscript. They will, I hope, 
realize that their aid is genuinely appreciated. 

May, 1948 


PHmir E. Taylor 
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GENERAL SOURCES 

OF INFORMATION USEFUL TO STUDENTS 
OF PUBLIC FINANCE 


The following are standard sources of factual informa- 
tion in the field of American public finance: 

Statistics of government income, (‘xpenditure, debt: 

Animal Report of the Serretauj of the Treasury on the State of the 
Finances, Washington, Governineiit Printmg Otiice. 

The primary source of statistical and other information concerning 
federal finance. 

U. S. BureaiL o( tlie Census, State Firianees, Washington, Government 
Piinting OlRce, Annual, 

Prior to 1942 this anmi.il publication v^as entith'd Financial Statistics 
of States. It is the standaid source of financial statistics for state 
goveiinncnts. 

U. S. Bureau of the Census, City Finances, Washington, Government 
Printmg Office, Annual. 

Prioi to 1942 this annual publication was entitled Financial Statistics 
of Cities. It is the standard source of statistics for larger city gt)vcni- 
ments. Prior to 1931, statistics were collected only from cities of over 
30, 000 population; between 1932 and 1941 from cities over 100,000 
population; and since 1941 from cities over 25,000 population. 
Statistics from county governments appear from time to time in 
County Finances, while information on small cities and other local 
subdivisions appears decennially in Governmental Finances in the 
United States (1932, 1942) and in special reports of those years. 
All are publications of the Census Bureau. 

U. S. Bureau of the Census, Statistical Abstract of the United States, 
Washington, Government Printing Office, Annual. 

Contains a section on federal finances and one on state and local 
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finances. The statistics presented are taken from the publications 
listed above. 

Other economic statistics: 

Federal Reserve Bulletin, Monthly, Board of Governors of the Federal 
Reserve System, Washington. 

Statistics of money, banking, and general business conditions. 
Survey of Current Business, Monthly, U. S. Department of Commerce, 
Bureau of Foreign and Doinestie Commeree, Washington. 

Statistics of national product, national income, and general business 
conditions. 

Monthly Labor Revietv, U. S. D(‘partment of Labor, Bureau of Labor 
Statistics, Wasliington. 

Statistics of pi ices, employment, wages. 

State and Federal Tax Systems: 

Tax Systems, Chicago, Commerce Clearing House. 

Prior to the ninth edition (1942) this publication was entitled Tax 
Systems of the World. Under that title it was prepared by the Tax 
Research Foundation, and was done in considerably more delail and 
with more eonceni for fine distinctions. It is somewhat l(‘ss useful 
since its preparation by the staff of (kimmt'rce Clearing House. 
Though now less uselul it is the onK single somci‘ of factual material 
on the types of taxes used by the slalt's. 

(A list of reeommirided readings pertinent to the subject discussed will 
be found at the end of each text chapter.) 



CHAPTER 1 


INTRODUCTION: 

THE FIELD OF PUBLIC FINANCE 
AND SOME BASIC FACTS 


THE APEA INCLUPED IN PUBLIC FINANCE 

Gov^oriinient is the 1:)igg€\st of the big enterprises. We are 
awed by the “billic/n dollar corporation/’ and yet by such measures 
as the volume ol receipts and payments, and the niunber of em- 
ployees, sucli a corporation is a dwarf as compared with the federal 
government of the United States. The total income of the United 
States Steel CA)rporation and its subsidiaries in 1045 was about 1744 
million dollars; ^ the gross receipts of the federal government for the 
fisc'dl year ending 1945 were 47,739 million dollars.- In the same year 
U. S. Steel paid out, including dividends and taxes, about 1747 million 
dollars, while the federal government’s payments in the fiscal year 
ending 1945 amounted to 100,405 million dollars. U. S. Steel’s average 
number of employees during 1944 was 314,888; ^ in October, 1944, 
the federal government employed, exclusive of men and women in 
military service, 3,271,000 persons.** 

Federal, state, and local governments in the United States will 
take hi taxes during the fiscal year ending June 30, 1948, almost 50 
billion dollars, an amount equal to roughly one-third of the whole 

^ Commercial and Finanrial CJmmiclr, Vnl. JOS, No. 4461, February 4, 1946, 
p. 696. 

^Annual Report of the Secretary of the Tica.sMiy, 1945, p. 480. 

“ U. S. Steel Corptjration, Annual Report, 1944, p. 12. 

^ U. S Bureau of Labor Statii.tic.s, Monthly Labor Review, Vol. 59, No. 6, 
December, 1944, p. 1298. 
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2 introduction: the field of public finance 

national income of the previous year. Fifty billion dollars is twice the 
income of farmers in the United States in the extremely prosperous 
agricultural year of 1946. It is almost three times the total of interest, 
dividends, and rents received by the American people in that same 
year. Governments are expected to spend in the fiscal year 1948 twice 
as much as American consumers spent for food in 1946, and half 
again as much as they spent for food and clothing combined. At the 
end of 1946 governments were employing one-third as many persons 
as were employed in all manufacturing, and as many as were em- 
ployed in all financial enterprises and service trades combined. 

A war or immediate post-war period is admittedly one during 
which the financial operations of govt'rnment are unusually large in 
terms of pre-war experience. The claim may thus be made that com- 
parisons based upon a war period give an inaccurate picture of the 
relative financial importance of government. If we go back to the 
decade of the nineteen -thirties, however, though absolute figures 
are lower, the relation of public to private expenditures and em- 
ployment is not mark(^dly dillercnt. But even the decade of the 
thirties may be objected to as being abnormal. What, tluMi, shall we 
regard as normal? The federal budget bn fiscal 1948— two years fol- 
lowing the war— may be cut to 35 billion dollars, while it is evident 
that state and local expenditures will rise above 10 billion dollars. 
One would be rash indeed to predict that in the near future govern- 
mental expenditures will fall below one-fourth of national income. 

The channeling of so significant a share ol the income stream 
through government cannot but have eflects of great magnitude 
upon the whole economy. The impact of taxation and governmcnital 
spending upon the amount and distribution of hicome is such as to 
deserve much better than the customary economy of hard thinking 
and the frequently dyspeptic repetition of dogma with respect to 
public finance. Government is very big business; its financial opera- 
tions are so significant to economic well-being as to merit the 
maximum of penetrating analysis and understanding. 

The ultimate goal of the study of public finance is to develop 
proper fiscal policy. This implies that the purpose of the study is to 
determine what should be done in the fiscal field, and what should 
be done evidently involves careful evaluation of the effects of what 
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i5 being done as well as projection of new and sometimes daring 
plans for the future. “Fiscal policy” embraces matters of policy at 
various levels, ranging from matters of local concern, such as the 
desirability of erecting a new grammar school, to matters of broad 
national policy such as the proper sphere of governmental fiscal 
activity in relation to the operation of the economy as a whole. 

There is much to recommend postponement of definition of a 
field of study until that study is completed. The bare bones of defi- 
nition take on muscular and organic significance as the study 
progresses, and only at the end do the implications of the definition 
have real meaning. Nevertheless an obligation arises at the outset to 
make some observations designed to give the student some prelim- 
inary “feel” of his whereabouts. 

'^Public F inance" Public finance deals with the finances 
of the public as an organized group under the institution of govern- 
ment. It thus deals only with the finances of fj^overnment. The 
fitKmccs of gov(‘riiment ineludc the raising and disbursement of gov- 
ernineut funds. Public finance is cfincerned with the operation of 
the fsc, or public treasury. Hence, to the degree that it is a science, 
it is the fiscal science; its policies are fiscal policies, its problems are 
fiscal problems. 

Public finance is not concerned with the direct regulatory func- 
tions of government over the private t‘conomy. It is not concerned 
with such matters as the regulation of railroads and public utilities, 
monopolies, banks, and security markets, except as administration 
of these programs involves expenditure of public funds or as taxes 
may be used for purposes of regulation. Government affects the 
private economy in very many ways, but public finance is con- 
cerned only with the raising and disbursemient of funds by gov- 
ernment. However, as we .shall see in later chapters the raising and 
disbursement of government funds may themselves have a signifi- 
cant effect upon the level at which the economy operates. 

Ihe raising and disbursement of government funds by no means 

^ Professor Jacob Viner is reported to liave defined economies as “What econo- 
mists do. (K. E. Boiildin^, Economic Analysis, New York, Harper, 1941, p. 3.) 
Sucli circuition may call forth condemnation from the logician, but not from 
the tep'^her who has experienced the futility of streamlined definition of a field 
to which the student is just being introduced. 
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constitute a narrow field of problems. Determination of appropriate 
measures for raising funds implies an understanding of the flow of 
production from and income through the private economy, and 
therefore of the way the whole economy works. Determination of an 
appropriate expenditure program implies insight into such vast 
fields as the effects of public spendings upon the income stream of 
the whole economy, the relative social utilities of governmental 
services and private spendings, and the impact of change in govern- 
ment's expenditures upon the structure and philosophy of govern- 
ment. The field is thus both broad and deep; the solution of fiscal 
problems requires coordination of the efforts of many specialists. 

The Questions of Public Finance Who these special- 
ists are and what they do are indicated by the kinds of questions 
asked of public finance. Some of the questions asked are of the 
Who? What? Where? Why? type and are answerable only by cause 
and effect analysis. Such questions therefore call for application of 
the scientific method and require scientific answers. Other questions 
are of the Should? Ought? May? type and recpiirc value judgintmts. 
Some of the specialists are thus necessarily scientists and some are 
artists. Remember that we are concerned in public finance with the 
determination of appropriate fiscal policies, which under democratic 
government must be not only right, but also feasible; not only 
capable of improving fisc'al or economic conditions, but also capable 
of adoption. 

IJsted below are some (but not all) of the questions asked of 
public finance. 

1. What are the effects of a fiscal proposal or practice upon: 
national production? 

national income? 

the national standard of living? 

distribution of wealth and income? 

the financial markets? 

particular localities? 

particular lines of business? 

particular economic classes? 

2. What are the effects of the proposal or practice upon: 
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rights of citizens? 

structure and form of government? 

international relations? 

3. Is adoption of the proposal possible? 

4. How do we: 

procure the necessary personnel? 

procure the materials? 

get the job done efficiently? 

The various parts of question 1 are answerable by the economist, 
since they involve knowledge of the structure of the economy and 
the forces wliich make it operate as it does. Question 2 can be an- 
swered by the political scientist, with assistance from the political 
philosopher, who is inclined toward the more esoteric aspects of 
government, and the lawyer, who is the practitioner in rules and 
regulations. 

Question 3 requires an answer from the politician, whose func- 
tion the London Economist has described as follows: 

. . dicrc arc men who have politics in their blood just as artists are 
bom to paint, and who will dc\ote their lives to practice of their art even 
if tlicy liave to starve to do so. But the professional politician is not merely 
inevitable, he is necessary. He is the practitioner of the ?rt of the possible, 
without whom almost everything is impossible. He is the man who gets 
things done, and his reward, his meat and drink, is power. From him cabi- 
nets draw their strength and parties their cohesion.” 

Question 4 must be answered by the administrator, whose art 
lies in organization, in getting the right people for the right jobs, in 
programming the work, in putting on the right amount of pressure 
in the right places at the right times. His art is constantly directed 
toward his goal of elRciency. 

These are the specialists whose particular abilities and accom- 
plishments arc required if proper answers arc to be given to the 
questions asked of public finance. Many of the questions listed above 

® “What Kind of M Ps?” The Economist, Vol. CL, No. 5343, January 19, 1946, 
p. 85. 
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can be answered by specialists independently of one another. But 
the final questions, "Do we want it?'* “Can we afford it?” can usually 
be answered only by integration of the results of specialized investi- 
gation and opinion. 

This book is primarily concerned with the economic aspects of 
public finance. From time to time political limitations upon change 
arc cited, and practical possibilities are briefly considered. On the 
whole, however, conclusions are drawn from the viewpoint of the 
economist. In many branches of public finance the questions are so 
essentially economic that his viewpoint should be considered su- 
preme. In other branches, where his view does not carry supreme 
authority, conclusions are stated as first approximations, to be 
qualified or amended by other specialists. 

Method Two approaches to the economics of public 
finance are necessary, the institutional and the analytical. A descrip- 
tion of the governmental and economic institutions through which 
public finance operates is liasic to the .study. Administration of ap- 
propriate fiscal policy is accomplished by and within the framt'work 
of this governmental structure and through various economic insti- 
tutions. Not only do exi.sting legislation and existing governmental 
and economic organization represent useful starting points for criti- 
cal study, but recognition of inherent resistanc'c to change in the 
institutions (whf'theT desirable or not) is c'onducive to a healthy 
point of view with resp('ct to the types of fiscal policy which may 
be feasible. 

The analytical approach applies the techniques of economic 
analysis to the materials of public finance. The techniques of eco- 
nomic analysis are essentially those techniques which relate causes 
and their effects, isolating and evaluating the various forces which 
operate together to make the economy behave as it does— or should. 
We shall therefore draw heavily upon economic “theory.” It is hoped 
that readers will have gained some previous acquaintance with 
economic analysis or theory, although the theoretical aspects of the 
problems discussed in this book do not presuppose a high degree of 
competence along this line. 
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GOVERNMENT FINANCE AND BUSINESS FINANCE 

What similarities and what differences are to be found 
in government fiscal operations as compared to monetary operations 
of private business? It has sometimes been said that government and 
business are fundamentally dissimilar in that government adjusts its 
tax income to its desired scale of expenditures, whereas business 
must adjust its expenditure to its income. While there is an aspect 
of coercion in government’s taxing power which is not available to 
ordinary business, the distinction mentioned is hardly real. Both 
government and business ( and consumers ) resort to borrowing when 
current revenues are inadequate to accomplish what they wish to 
do. Income for business is not necessarily a more fixed quantity than 
for government. Businesses often increase income by first increasing 
expenditure, and loans fill the gap. Government borrows in anticipa- 
tion of tax receipts, and borrows to spend to increase national in- 
come, from whicli How increased tax receipts. On the other hand, 
considerations of the adequacy of tax icvenues and ability to handle 
debt inevitably condition the scale of expenditures which govern- 
ment undertakes. 

There arc differences, however, betv^een government and busi- 
ness with respect to their financial operations. Business determines 
the adAasability of cxpcaiditurc almost exclusively in terms of its 
capacity to produce revenue for the business. Government, on the 
other hand, spends to promote general welfare, where no direct 
revenue is anticipatc'd. Even though government may spend to sup- 
port the economy and to promote business prosperity, the increment 
to national income thus generated docs not accrue to government 
unless government chooses to tax it away from individuals. Govern- 
ment is in a position to finance imprrwcments of a general nature, 
and activities for which financial return is uncertain or long delayed. 
The objectives and motives of government in making expenditures 
are thus different from those of private business. 

Another difference between government and private business 
lies in the different degrees of their coercive authority. By and large, 
government policy is determined more democratically than is busi- 
ness policy. But once determined, tax measures are coercive, since 
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the alternatives of not earning taxable income, not buying taxed 
goods, not accumulating an estate prior to death, or not owning 
property leave little opportunity for reasonable choice. The only 
way to avoid a general sales tax is not to buy. It should be noted, 
however, that to the extent business is monopolized, eliminating 
choice among qualities and prices of useful articles, an t^ffective 
coercion is present. Benjamin Franklin’s assertion that the only 
human certainties are death and taxes testifies to the cocrciveness 
of fiscal power. It obviously follows that coercive power implies 
great responsibility in the formulation of fiscal policy; such power 
is ultimately justified only by its fruitfulness for the general 
good. 

Much more fruitful for our analysis is an emphasis upon the 
similarities of public and private finance. Although it is true that 
government’s potential income has much broader limits than does 
the income of any single private business, that government may take 
a longer and larger view with respect to the desirability of an ex- 
penditure, can ignore the absence of direct money return, and that 
its rules arc more coercive than those of business, government and 
business operate in the same economy. Govcrnnieiit takes taxes out 
of the general income stream, it spends its funds into the general 
income stream, it borrows funds from the same sources as does 
private business, it employs private concerns to produce for it, and 
fiscal policy stands or falls by its effects upon the private economy. 
A much healthier approach to fiscal policy results from considera- 
tion of government as an c*lement in the econoim^ than is to be 
had from assuming government to be a peculiar excrescence 
upon it. 

GOVERNMENTAL STOUCTURE IN THE UNITED STATES 

A basic fact, having many implications for public 
finance in the United States, is the multiplicity of governmental units. 
An American citizen is affected by the expenditure programs and 
the revenue-raising programs of several layers of government. For 
he is not only a citizen of the United States, implying that he is 
governed by the federal government, but he cannot be an American 
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citizen without being subject also to government by a state and a local 
subdivision of the state/ Government therefore means federal, state, 
and local government. In the category of ‘local government” we in- 
clude county, township, and municipal government, and for pur- 
poses of administration or finance the municipality may be sub- 
divided further into “special districts”— school districts, fire districts, 
sewer districts, and so forth— created to carry on functions and im- 
provements of a local nature. The multiplicity of local governmental 
units has reached astounding proportions in some areas. In 1941 
there were over fifteen thousand local governmental units in the 
state of Illinois, each empowered to levy taxes. The piling up of 
governments makes for complexity in establishment of intergovern- 
mental relationships, overlapping of administrative jurisdictions, 
division of authority, and inability of the average citizen to exercise 
his responsibility intelligently. 

The student of public finance will do well to understand, at least 
in broad outline, the relation of one type of government to another 
in the United States. An understanding of this relationship will serve 
(1) to establish principles pointing to the types of functions to be 
performed at different governmental levels, and (2) to remind the 
student that fiscal idealism may run afoul of political fact. 

Powers of Federal and State Governments^ In a 
democratic society ultimate authority rests with the citizen; “govern- 
ments derive their just powers from the consent of the governed.” 
Although “sovereignty” in democracy resides in the people, in the 
sense that the people represent the ultimate authority, it is possible 
to speak of a sovercip^n government— a government which has su- 
preme governmental authority, and is not subject to the control or 
authority of another government. A sovereign government is free to 

Unle.ss, of course, he has residence in the District of Columbia, which is 
governed by a local subdivision ol llie federal t;i)veriimeiil. 

® S. K. Leland (Ed.), State and Local hiscal Hclatiumt in Illinois, University of 
Cliicago Press, 1941, p. 33. 

^ The student of government v ill recognize that this section represents but a bare 
summary of tlie general sr.l^ject. The only defense winch can be made of the 
ruthless elimination ol detail and qualification is lack of space and the relative 
insignificance to tliis type of study of detail and qualification. 
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determine its own action ( within the limits of authority granted to it 
by its citizens), although it may choose to limit those actions by 
contract or by law.^° 

In the United States, a citizen lives under two sovereign govern- 
ments, federal and state. The areas in which each government is 
sovereign are either defined or implied by the Constitution of the 
United States. Local governments— county, township, city or village, 
and special districts— are not sovereign in any sense. They are politi- 
cal subdivisions of the state, created by the state or under state 
authority, and exercising powers granted to them by the state. Since 
local governments do what they do under authorization from the 
state government (authorization being granted both by the local 
government’s chartcT and by the statute laws of the state), questions 
of confliet of authority arise only between federal and state govern- 
ments. 

The supreme law of the land— the Constitution of the United 
States— defines, partially by implic‘ation, the areas of supremacy of 
federal and state governments. After reserving some rights and 
powers to the people by denying tluan to both federal and state 
governments, the CJoustitutioii enum(Tati‘s powers of the federal 
government, and reservc‘S the remainder to the states. Rights re- 
served to the people include the basic protection of citizens against 
suspension of the habeas corpus privilege; vx ])ost facto legislation; 
irresponsible charges of treason; abridgmiait ol the frc'edom of 
religion, speech, assembly, and the pn\ss; unreasonable search and 
seizure; de'privation of life, liberty, or property wllhout due process 
of law; inadequate opportunity or reprc'sentation before the courts; 
denial of the right to vote on account of race, color, or previous con- 
dition of servitude. The above list is not comph'te, hut does indicate 
the area in which citizens arc l(*gally iinmuiu^ from int(Tf('rence by 
any level of government. 

The powers of the federal government arc in part specifically 
granted to it and in part granted by prohibition of their use by the 

^°For example, when government borrows it sells securities (contracts) which 
bind it to certain financi.d promises to repay principal and to pay interest; 
or ft may Jim it tlie amount of its borrowing by law establishing a limit to 
gross debt. 
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states. The “enumerated” powers of the federal government which 
are significant to the study of public finance are: 

1. Tn lay and collect taxes uniformly throughout the United States, 
to pay the debts and provide for the common defense and gen- 
eral w(‘lfar(‘ of the United States. 

2. To regulate commerce with foreign nations and among the sev- 
eral states. 

3. To coin and regulate the value of money. 

4. To establish post offices and post roads. 

5. To raise, support, and regulate an army and navy. 

C. To adjudicate controversies between states. 

The states are expressly prohibited from practices interfering with 
or impairing the performance of these functions by the federal 
go\ eri iment. 

Article X in amendment of the Constitution states: “The powers 
not delegated to the United States by the Constitution, nor pro- 
hibited by it to the states, are reserved to the States respectively, or 
to the people.” Thus we may say that, among the powers not re- 
served to the people, the federal government has authority over 
those matters which affc'ct foreign relations and foreign commerce, 
interstate commerce*, the respect of states for the actions of other 
states and the rights of citizt'iis of other states, and the establish- 
men of uniform coinage, weights, measures, and postal systems. The 
remaining powers belong to the states, and are limited to authority 
over intrastate affairs so long as exercise of that authority does not 
encroach upon the federal interstate or international domain.'^ The 
boundary line at which federal autliority ends and state authority 
begins is not a clear nor fixed line. The boundary at any given time 
is drawn by interpretations of the courts in specific cases. The 
tendency through the last half-century has been to expand the 

In tlie Uousion, East and Texas Railu ay vs. United States case (1914), 
the Supreme Couit stateti. “Wllc^c^ cr llic interstate and intrastate transactions 
of earners arc so related lliat tlie government of tlic one involves the control of 
the other, it is Conj:^rcss, and not the State, that is entitled to prescribe the final 
and dominant rule, for otherwise Congres’s would be denied the exercise of its 
const’rutional authority and the State, and not the Nation, would be supreme 
within the national field.” 234 U. S. 351-352. 
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bounds of federal authority by an increasingly more liberal interpre- 
tation of the term “interstate commerce.” 

This dualism in American government creates problems which 
are important to the study of public finance. The burden of taxa- 
tion upon the individual citizen is the sum of federal, state, and 
local taxes. There is little that can be done, except on the volition 
of federal or state government, to eliminate discriminatory double 
taxation of American citizens who reside within a given state. There 
is little that can be done, except voluntarily by states, to provide 
uniformity among themselves in tax methods or tax burdens. It is 
impossible by direct legal methods to enforce integration of federal 
and state tax systems. It is impossible by direct legal methods to 
force state and local governments to coordinate their tax and ex- 
penditure policies with those of the federal governmc‘nt for the pur- 
pose of counteracting the movements of the business cycle. The ab- 
sence of power to enforce uniformity may, of course, have its de- 
sirable aspects. Superior authority may not always be accompanied 
by superior wisdom; the absence of supreme centralized authority 
can obviate the possibility of general application of unwise policy. 

However inadequate the legal authority of the federal govern- 
ment may be in imposing its financial will or wisdom upon the 
states, the tremendous financial resources provided by its taxing and 
borrowing power have served it well as a substitute therefor. The 
instrument of grants-in-aid has enormously extended the practical 
power of the federal government over the states. By the offer of 
federal money (with strings attached) for the construction of high- 
ways within the states, the federal government has in effect dic- 
tated the creation of highway departments in state governments, 
the appropriation of slate money for the construction and mainte- 
nance of particular roads and highways, the location and type of 
road construction, and the earmarking of certain state revenues for 
highway construction. Under the Social Security Act of 1935, grants- 
in-aid were successfully utilized to encourage the states to appro- 

Although, as Professor Biitermann statr.s, the methods of the Bureau of Public 
Hoads liavc been more persuasive tlian coercive and dictatorial. (Henry J. 
Bittermann, State and Federal Crants-in-Aid, New York, Mentzer, Bush & 
Co., 1938, p. 282.) 
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priate money for uniform programs of unemployment compensation, 
oM-agc assislanee, child health and welfare, general public health, 
vocational rehabilitation, and aid to the blind. Obviously the fed- 
eral government had no legal authority under the Constitution by 
which it could force the states to undertake such projects at'cording 
to federal standards. But the offer of ‘‘dollar-for-dollar” in federal 
money was too attractive for the states to ignore, and they volun- 
tarily fell into line. Few wotild deny that to date the result has been 
good, both in getting desirable things done and in improving the 
quality of state administration of highways and of many welfare 
activities. 

It is clear that legally the choice of whether or not a state is to 
levy death taxes lies with that state. It may even advertise its policy, 
in order to attract as residents wealthy persons who prefer to die 
in states without death taxes. But if through pressure for more 
revenue the federal government then decides to institute a death 
tax and, out of consideration for states with death taxes, allows a 
credit against the federal tax of state death taxes paid, the death- 
tax -free stale will not only have lost its former attraction, but unless 
it enacts a death tax equal to the federal credit, will be sacrificing 
revenues which are no additional burden on the taxpayer. The result 
of federal death tax policy which began in 1924 and continues to 
the present has been to bring the states into line in both the type 
of tax imposed and the severity of rates. This is a perfectly legal 
use of the federal taxing power, although its efh‘ct is quite evidently 
that of introducing a high degree of elasticity into the constitutional 
concept of federal and state governments, each supreme in its own 
area. 

The reader will see an element of practical conflict between the 
federal governments responsibility to promote the general welfare 
and the denial of federal authority to compel uniformity of policy 
within the states. For matters of taxation and of governmental func- 
tions do affect welfare, and lack of uniformity in state policy makes 
for unevenness in welfare standards among the states. The instru- 
ments of grants-in-aid and tax credits make the decision of the 
states to fall in line an easy one, though in matters of extreme im- 
Cf. Bittermann, op. cit., Ch. XII. 
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portaiice to a state the possibility of independent choice of policy 
is still open and legally protected. 

THE I'^EDERAL TAXING POWER 

Bills for raising revenue must be legal in terms of the 
constitutional limitations upon the taxing power. These limitations 
are: 

1. “Congress shall have power to lay and collect taxes, duties, 
imposts and excises, to pay the debts and provide for the common 
defense and general welfare of the United States; . . This grant 
of authority is extremely broad. “General welfare” has been in- 
terpreted so libf'rally by the Court as to include the welfare of 
relatively small special classes. Nevertheless, the welfare objective, 
liberally interpreted, may not be used by Congress to accomplish 
objectives denied to it by the Constitution. Thus in the AAA case 
(1935) the Court held that with respect to the constitutionality of a 
tax on the processors of agricultural products for the purpose of 
paying benefits to farmers who reduced acreage, “We are not now 
required to ascertain the scope of the phrase ‘general welfare of the 
United States’ or to determine whether an apjiropriation in aid of 
agriculture falls within it. Wholly apart from that cjuestion, another 
principle embedded in our Constitution prohibits the enforcement 
of the Agricultural Adjustment Act. The act invades the reserved 
rights of th(' states. . . . The' tax, the appropriation of the funds 
raised, and the' direction for their disbiirscnneiil, are but parts of 
the plan. They are but means to an unconstitutional end.”^” 

2. “. . . all duties, imposts, and excises shall be uniform through- 
out the United States.” This applies, of course, onlv to federal 
revenue measures. It does not mean that the amounts collected from 
the various states by a given indirect tax must be equal; but simply 
that individuals and concerns, in whatever state they are located, are 
subject to tax rates uniformly established on taxable things uni- 

Cf. F. A. OiTg and O. P. Rtiy, Iniroduction io American Government, 6th Ed., 

New York, Appletoii-Centnry, 1938, pp. 466- 9. 

Article I, Section 8. 

U. S. vs. Butler, Jan. 6, 1936. Quotation from House Document No. 386, 

73th Cong., 2nd Session, p. 9. 

Article I, Section 8. 
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formly defined. For example, a federal unemployment compensation 
tax is imposed on employers of eight or more employees who are 
employed by them at least twemty days per year, each day being in 
a different week. The rate of tax is uniform for all employers, in 
whatever state they may be situated, and the amount of tax paid is 
the rate times the wage's of employees. Thus the amounts of tax paid 
by employers vary with the number of employees and the amount 
of wage's paid to the employee. So long as the definition of em- 
ployers subjc'ct to the tax, the tax rate, and the tax base are uniform 
throughout the United States, the constitutional requirement of uni- 
formity is satisfied. 

3. “No tax or duty sliall be laid on articles exported from any 
state.” 

4. The final corstitiitional limitation, “No (‘apitation or other 
direct tax shall be laid, unless in proportion to the census . . is 
no longer significant. The only “direct” tax now used by the federal 
government is the income' tax, which is permitted under the six- 
teenth amendment: “(Congress shall have power to lay and collect 
taxes on incomes, from whatever source derived, without apportion- 
ment among the several States, and without regard to any census 
or enumeration.” The limitation would thus be effective only if 
the federal government wished to levy a direct tax on property. If 
there wc'rc a fedc'ral poll tax, it would presumably be levied accord- 
ing to the census, and thus would be legal. The automobile use tax 
(1942-1945) was not a direct tax on property (an automobile), hut 
an excise on the use of that properly. Thus use and not ownership 
of an automobile was the basis of the tax, and being an “indirect” 
tax it was not subject to the constitutional limitation here con- 
sidered. (Since it was uniformly applied, this tax met the uniformity 
requirement for indirect taxes in (2) above. ) 

There appears to be a fairly widespread notion that it is illegal 
to utilize the taxing power for other than revenue purposes— that 
taxation for purposes of regulation is not permitted. Such is not the 
case. So long as the tax is within the limitations listed above and so 
long as the regulatory function contemplated is not denied by the 

^^Articl I, Section 9. 

Effective February 25, 1913, 
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Constitution, Congress may use the indirect method of accomplish- 
ing regulation by taxation as well as the direct m('tliocl of estab- 
lishing rules of conduct. In 1865, Congress imposed a 10 per cent 
tax on the circulation of state bank notes. The ellect, as well as the 
intention, of Congress was to tax state bank notes out of existence. 
It could have been done by direct legislation prohibiting their cir- 
culation, but Congress chose rather to use the tax method. In ap- 
proving this method the Court said in part: “Having . . . , in the 
exercise of undisputed constitutional powers, undertaken to provide 
a currency for the whole country, it cannot be questioned that 
Congress may, constitutionally, secure the benefit of it to the people 
by appropriate legislation. To . . . [this] end, Congress may re- 
strain, by suitable enactments, the circulation as money of any notes 
not issued under its own authority.” 

RECOMMENDED READINGS 
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CHAPTER 2 


FISCAL ADMINISTRATION 


TIIE BUDGET 

The l)iiclget is the master financial plan of government. 
It brings together estimates of anticipated revenues and proposed 
expenditures, implying the schedule of activities to be undertaken 
and the means of financing these activities. In the budget fiscal 
polieic'S are coordinated, and only in the budget can a unified view 
of the financial direction in which government is going be observed. 
Ideally the budget is a statement of careful estimates and honest 
inteutmns. In practice it is too often less than this. 

The “executive budget,” prepared by the chief executive (with 
the aid of the budget department or bureau) and prescaited to the 
legislative branch of government for adoption, is the preferred type 
of budget and is more commonly used by the larger governmental 
units. The alternative is a “legislative budget,” prepared by or for a 
a committee of the legislative branch for adoption by that branch. 
Three arguments favor the executive budget: (1) the chief execu- 
tive will be held largely accountabh' by the public for the results 
of fiscal operations during the fiscal period, whether or not he is 
in the main re.sponsible, and is tlierefore entitled to present his 
budget, (2) one of the admitted functions of the chief executive 
in governments in the U’u'ted States is that of recommending gen- 
eral governmental policy -charting the governmental course— for im- 
plementation or revision by the law-making branch, and (3) the 
largest share of expenditures will almost certainly be spent by 
agencies of the executive department of government. As will be seen, 

17 
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pros(Mitatioii by the executive* of the budget plan in no way en- 
croaches upon the proper sphere of the l(*gislature, since its pro- 
posals are made effective only by translation into law by the legis- 
lature. 

The Budget and Accounting Act of 1921 ^ established the present 
federal budget svsttan. It imposed upon the rrc'sident the duty of 
transmitting the budget to Congrc'ss on the first day of each regular 
s(’Ssion. It created a Bureau of the Budget, first placed in the 
Treasury J])epartmciit and in 1939 transferred to tin* E\ecuti^e 
C)ffiee of the Tresident,- to prepare the budget for the chief execu- 
tive. The Budget Act defines the recpiired contents of the budget in 
some detail, the more important of wliich arc: 

1. The President’s estimates of the expenditures and appropria- 
tions necessary in his judgment for the ensuing fiscal year, ex- 
cept that (\stiuiates for the legislative branch of the govern- 
ment and tju‘ SiiprtaiK* Camrt shall be transmitted to him and 
he shall include tluMU in the budgd without r(*vision. 

2 . The President’s estimates of rc‘cc‘ipts during the ensuing fiscal 
year, under 

a. Tcvcmic laws existing at the time the budget is trans- 
mitted, and 

b. revenue proposals, if any, contained in the budget. 

3. The expiMulitures and receipts of the last completed fiscal year. 

4. The President’s estimates of the expenditures and receipts dur- 
ing the fiscal year in progress. 

5. The amounts of appropriations, including balances of appro- 
priations from prior fiscal years, available for expenditure dur- 
ing the fiscal year in progress. 

6. Balanced statements of the actual or estimated condition of the 
treasury at the end of the last completed fiscal year, the fiscal 
year in progress, and at the end of the ensuing fiscal year if the 
financial proposals contained in the budget are adopted. 

7. All essential facts regarding the indebtedness of the govern- 
ment. 

^ 67tli Congress, 1st Session, Chapter 18. Approved June 10, 1921. 

^ By Reorganization Plan I, pursuant to the Reorganization Act of 1 939. 
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8. Such other financial statements and data as in his opinion are 
nec'essary or desirable in order to make known in all practicable 
detail the financial condition of the government. 

9. If for the ensuina; fiscal year estimated receipts plus any prior 
surplus are less than the estimated expenditures, the President 
shall recommc'ud in the budget new taxes, loans, or other ap- 
propriate action to make up the deficiency. 

10. If tlu' aggregate of such receipts and such surpluses is greater 
than c'stimated expenditures, he shall make recommendations as 
111 his opinion the public interests require. 

The scope of the budget’s contents is indicated by the require- 
ments listed above. It is designed to show the financial results of 
fiscal policy lor the last comjileted fiscal year, the probable results 
lor the current year not completed (since the budget is presented 
in January and the fiscal year ends June 30), and the President’s 
recommendations concerning receipts and expenditures for the next 
fiscal year. It often should, but usually does not, recommend changes 
ill revenue legislation. In recommending a fairly detailed schedule 
of expenditures it in (‘ffect recommends a desired scale of govern- 
mental activities. So far as the President wishes to change the scale 
of governmental activities— to add or subtract functions— his general 
poKc'ies are reflected in the budget and advocated in the budget 
message. The budget is thus the focal point of fiscal policy. 

Preparation of the Budf^cf ^ Preparation of the federal 
budget for the fiscal year beginning July 1 normally begins about 
July 1 of the previous year with the preparation by the operating 
agencies of their requests for appropriations. When estimates have 
been prepared, they are reviewed by the budget officer in the de- 
partment having cognizance of the budget accounts of the agency. 
The budget officer may, and probably will, revise the estimates be- 
fore they are sent to the Bureau of the Budget on or before Sep- 
tember 15. The second review is made by the Bureau of the Budget, 
which is presumed to be thoroughly acquainted with the President’s 

Thv information in this section is taken largely from E. F. Bartelt, Accounting 
Proccihnes of the United States Government, Chicago, Public Administration 
Service, 1940, pp. 94—9. ^ 
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desired policy as to the scope of expenditures. The estimates as re- 
ceived from the Bureau of the Budget are therefore likely to be 
acceptable to the President and are placed in the budget. If the 
President's budget contains recommendations lor new revenue 
legislation, these recommendations will likely have come to him 
from the Treasury, from members of Congress,, or from others of 
his advisers. By the middle of January the budget document is 
completed, and is presented tlu'ough the budget message to the 
legislative branch at the opening of the regular Congressional 
session. 

The Federal '^Legislative Biidgef" The Legislative 
Reorganization Act of 1946 introduced into the federal fiscal picture 
a curious creature officially called a ‘legislative budget.” It is not 
a true budget, for it prescribes only “the maximum amount to be 
appropriated for in such year,” without recommendation of the com- 
ponent parts of the total. This maximum amount established by the 
“legislative budget” is to be determined after “giving due considera- 
tion to the budget recommendations of the President,” and sup- 
posedly may not be exceeded by the sum of appropriations under 
subsequent acts. 

The budget provisions of the Act became effective in January, 
1947. It is therefore impossible fully to assess its effects upon federal 
budgetary practice. The experience of early 1947, however, demon- 
strated serious weaknesses in the plan, and appeared to substantiate 
the fears of those who regard it as a general hindrance to sensible 
budgeting. In the first place, a proposed ceiling figure was said by a 
leader of the majority party to represent no more than an “intelligent 
guess,” while a spokesman for the minority party claimed all that 
was done was to “pick a figure out of the air.” Such results appear 
inevitable, as the figure must be determined early in the session to 
clear the way for appropriation acts. A second weakness demon- 
strated in 1947 was the temptation of the Congress (in this case 
the Congress and the President were of opposing parties) to reduce 
the total of the President's recommendations by the largest possible 
round sum. The two houses of Congress argued almost interminably 
over whclher the President's total should be reduced by six billions 
or by but four and one-half billions. Apparently neither group was 



THE BUDGET 21 


able to demonstrate by what process of analysis of recommended 
appropriations it had arrived at its figure. In fact the legislative 
session ended, and all appropriations were made for the ensuing 
fiscal year, witliout eiiactnient of the legally required expenditure 
ceiling. The law was ignored, partly because agreement on a ceiling 
would have been productive of intra-party disunity, but mainly 
because it became evident that individual appropriations must be 
determined upon before any sensible total figure can be sc't. 

This suggests the basic weakness of the present federal “legisla- 
tive budget” plan. The essence of expenditure budgeting is that the 
total of appropriations is derived as a sum of individual appropria- 
tions proptT for the perlormancc of desired functions. If the indi- 
vidual appropriations are reasonable, the total will be reasonable. 
But the federal ‘legislative budget” idea begins with a round sum 
legislated total which “looks about right” and proceeds to force 
individual appropriations into that lotal."^ The committees which did 
preliminary work on establishment of the ceiling in 1947 claimed 
it to be but an “overall objective” which imposed no strict com- 
pulsion upon the Congress. It appears that at best the plan would 
represent only a waste of Congressional time and effort; at worst 
it could place the budg('t in a strait jacket VAhich vitiates the 
budgetary purpose of directing the expenditure of public funds 
toward realization ol a maximum of national welfare. Since the 
Congress determiners appropriations in any case, with the President's 
budget as a guide, it is difiieult to see any real advantage in the 
“legislative budget” complication. 

Lc^islafion of the Appropriaiiom Upon re- 

ceipt of the President’s budget by Congress, and presumably after 
establishment of the “legislative budget” ceiling, the various ex- 
penditure recommendations are sent to the appropriate committees 
for study and recommendation. These committees may conduct 
hearings, calling representatives of the various spending agencies 

^ A proposod Senate amendment to the Reorganization Act would have “solved*’ 
the problem of fitting indiv dual appropriations into the approved total by 
keeping a cumulative total ol legislated appropriations and ringjiig a gong when 
the eeihiig liad been reached. (C/. Jolm D. Morris, “New Budgetary System 
Undergoes First Test,” The New York Times, Marcli 2, 1947.) Presumably at 
that moment all appropriation activity would cease. 
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to justify their requests. Eventually the appropriation bills are 
‘reported out” of committees and debated and voted on by the legis- 
lative houses. When passed by both houses they are sent to the 
President for signature, after which they become law. The time 
elapsing between presentation of the budget to the Congress in 
January and signature of appropriation bills l)y the Prc'sident de- 
pends upon the length of time required to get tlie bills through Con- 
gress. In 1942 (for the fiscal year ending June 30, 3943) the first 
appropriation act became law on June 8, while the last was signed 
on July 22, alter the beginning of the fiscal year. The others ap- 
peared between these dates. 

There is no formal acceptance or rejection by Congress of the 
Presidents budget as a whole and without change, even assuming 
the total to be identical with the “legislative budget” ceiling. The 
degree of acceptance is indicated by comparison of the revenue and 
appropriation bills passc'd with the amounts recommended in the 
President’s budget. In England the budget is presented by the 
Chancellor of the Exchequer, reqireseniing the Prime Minister s gov- 
ernment. If an issue is made of the budget, the government stands 
or falls on the formal acceptance or rejection of the budget by the 
House of Commons. 

Legislation of the Budget: ReDcmic Measures The 
Constitution requires that all bills for raising revenue originate in 
the House of Representatives, the principle bc'iiig that measures of 
such importance to the welfare ol citizens should be required to 
pass first that legislative body which is the largest and most repre- 
sentative of th(^ people belore it can proceed on its way toward 
becoming law. In recent practice, however, original passage by the 
House has often been little more than a formality. Confused and 
admittedly inadequate revenue bills have been voted simply to set 
the ball rolling. The bill then goes to the Senate, where P’inance 
Committee hearings are conducted. A bill is then re'ported out to 
the Senate and is debated and probably revised on th(‘ Senate floor. 
The Senate bill, probably quite different from that passed by the 
House, is then put in shape by Conference Committee, composed 
^ Article I, Section 7. 
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of members of both houses, for passage by botli the Senate and the 
House of Representatives before it can be sent to the President for 
signature. 

Ill our discussion of the course of the budget from preliminary 
estimates to final appropriations and revenue measures wc have per- 
haps overemphasized the formal aspects of budgeting. This has been 
done to c ounteract the too-common presumption that the sum of ex- 
penditures or reveMiiies results in puri'ly haphazard fashion from 
individual and unrelated acts of Congress. Iliis is not the case. On 
the other hand, in the process of legislation ol the budget there are 
many informal pressures brought to bear. Estalilished governmental 
agencies recognize that cflective working relations with the legisla- 
tive branch pav oif in appropriations. Specific requests for informa- 
tion from legislators are given early and dc'votcd attimtion, cultiva- 
tion of legislative leaders by executive agencies is part of their job, 
and favorable treatment of piTsons or gronjis witli whom the agency 
has dealings will normally liiu' up th(\se groups in support of ade- 
quate appropriations. In this respect the new and unsophisticated 
agciicv may suffer bc'cause it has not learned how to win friends 
and influence legislators. 

PROBLEMS OF THE BUDGET 

The earlier pages of this chapter have shown the pro- 
cedures in creation of the executive budget, and in its transf forma- 
tion into fiscal legislation by the lc‘gi.slati\ e branch ol government. 
The budget systcan is set up to provide a maximum of thoughtful 
and purposeful control of reccupt and expenditure operations. It 
presumes competence on the part of both govcTiimental branches 
concerned with it. But the budget system, (‘ontaining flexibility and 
wide latitude for the exercise of competent judgment in fiscal policy, 
allows equally wide latitude for the ex(Tcis(' of bias and incompe- 
tence. If the principle' of democracy in govc'rnment is sound, then 
the principle of the budget as an instriunf'iit of democratic fiscal 
planning is sound. It does not follow, however, that any particular 
budget practice is immune from criticism, or that one type of 
budget practice is not superior to another. In the following para- 
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graphs, the more important problems relating to the budget and 
some practices which are destructive of good budgeting arc briefly 
considered. 

Measurement of Administrative Efficiency There is 
little room for disagreement on the proposition that whatever gov- 
ernment does it should do efliciently. This generally means that 
governmental functions should be performed as cheaply as the 
standard of performance required will allow. It does not mean that 
the amount paid to a direct relief recipient must exactly equal that 
amount which wards off starvation. But it does mean that adminis- 
tratively the maximum possible amount of an appropriation for re- 
lief should reach those whom it is intended to benefit, and the 
minimum possible amount should be dissipated in administration 
or waste. If government is embarking upon a program of extraordi- 
narily heavy spending in order to inject purchasing power into the 
economy, it is presuiiK'd that those funds should be so directed as 
to have their impact at certain points in the economy. In this case 
efficiency implies that the maximum possible amount of the money 
used find its way to those points, and not be wastefully lost en 
route. 

Granted the ideal of efficiency, how can the budgetary authori- 
ties or the legislative authorities measure administrative efficiency? 
When gcwenimenlal activities are as highly special i/ed and techni- 
cal as they now are, how can the Prcsidcait, the Buclgc-t Bureau, or 
the Congress measure the degree oi c'fficiency in administration of 
the various acli\ ities? In gt‘ii(*ral the administrator ol the activity, 
who presumably knows his activity better than anyone else, is in 
the best strategic position to bring about efficiency. And for the 
same reasons his jjosition is most strategic for incvisuring efficicjicy, 
although his judgment may well be conditioned by tlie fact that 
his agency is largely his creation and therefore he either cannot or 
will not see its iiic'flicic'ncies. If ('ach administrator were to be givem 
the final judgment on the efficiency and the recjuirenients of his 
agency, the budget would be constructc'd on the unamended original 
estimates of tbe spending departments. This would in fact amount 
to complc'te renunciation of their position by the budgeting au- 
thorities. 
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Clearly it is imperative that the budget department or bureau 
be provided with competent and specialized personnel who become 
intimately acquainted with the operation of particular agencies. 
For instance, in the budget department of a state government 
should be at least one budget examiner who is an expert in highway 
engineering and the administration of the highway department. He 
then becomes a specialist in the operations of that department 
without being a member of it. He can thus be an impartial and 
competent judge of efRciemey in the expenditure of higlnvay funds; 
he can recommend, through his chief, specific allocation of appro- 
priations which will bring about desired changes in the department’s 
cxp(‘nditures. Pie must possess two qualifications for his job: inti- 
mate knowledge of the agency whose budget requirements he is to 
examine, and cordial independence of the chief of that agency. 
Such a competent and specialized examiner or officer is required 
for each of the larger spending agencies; it is both infeasible and 
li'ss important that those agencies whose expenditures are small be 
examined to the same degree. 

Budget Rerowmendations of Revenue Measures By 
the Budget and Accounting Act of 1921, if the budget for the en- 
suing fiscal year indicates a deficit, the President is required to 
“make recommendations to C^ongress for new taxes, loans, or other 
appropriate action to meet the estimated deficiency.” In recent 
years of consistent deficits, the President has met this requirement 
largely by recommendation of loans to covei deficiencies.^ To a 
certain degree this has been inevital)le, since tax changes could 
hardly have eliminated deficits of such magnitude even had there 
been desire to do so. Nevertln'less, the federal budget has l)ecome a 
detailed and lorccdul recommendation ol c'xi^enditiires, with far 
less guidance in matters of raising revenue and in improvement of 
existing revenue mc'asures. This is unfortunate, since the budget 
becennes largely an ('x^jcnditures budge*! and Congress flounders in 
revenue legislation far more lliaii if leadership were eflective in this 
field. On the side of revenue recommendations, budget practice in 

^ V. S. Siai., 67lh Congress, IsL Session, Chapter J 8, p. 21. 

Prt\sident Tiuinan, iii the budget for fiscal 1917, iccoiiiineiidcd in effect that 
the deficit be met by a reduction in the cash balance of the treasury. 
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the federal government of the United States is inferior to that in 
England. 

General vs. Specific Appropriations Reasonable com- 
promise should be maintained in appropriation acts between genc'ral 
appropriations which allow freedom of the agency to allocate 
funds to specific projects, and appropriations which are so specific 
as to prevent adjustment to changing conditions. The principal argu- 
ment for general appropriations runs in terms of the more ad- 
vantageous position ol the administrator than that of (Jongress for 
determining proper allocations of funds. The argument lor specific 
appropriations calls attention to the fact that general appropria- 
tions inevitably grant a degree of legislative power to the adminis- 
trator, and when carried to excess, largely vitiate the principles of 
budgeting. The proper type of appropriation lies somewhere^ be- 
tween the two extrem(‘s, and conditions will detcTinine whether it 
lies nearer the one or the othcT. However, normally the act should 
be at least specific enough to detail lump sums for salaries, 
travel, printing, supplies, ccpiipment, and such gt'iieral cate- 
gories. 

In time of war, appropriations for the militaiy branches of 
government are made very general. A large part of such appropria- 
tions is to be spent approximately a year following thi' enactment 
of the appropriation law, and no Congress can possibly predict with 
much accuracy the directions which the war will tak(\ The general 
staff may find one weapon wholly unusable, because' of change in 
location of the battlefield or the devt'lopment of counttT-wc'apons 
by the enemy, while an entirely new weapon may promise such 
success as to warrant heavy production. In addition, lor reasons of 
security, highly specific appropriations in public documents may be 
unwise. It would clearly have been unwise for Congress to have 
spelled out in specific detail the purposes for which funds were 
granted to atom bomb projects during World War II. 

On the other hand, the specific appropriation has often been 
used by the legislative branch as a tool to limit the growing power 
of the chief executive or an executive agency. If agency regulations 
are believed to usurp legislative authority or to misinterpret the 
intent of Congress, specifications in that agency's appropriation act 
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may bring it into line. Congressional fear of, lack of confidence in, 
or lack ol cordiality toward the executive branch will be likely to 
lead Congress to spedl out in greater detail the uses to which ap- 
propriated funds may or may not be pul."^ 

Iliad e If note Veto Potver When both houses have 
passed a legislative act by at least simple inajoritic‘S, th(‘ act is sent 
to the President for appro\aL If he approves, the act becomes law. 
If h(' exercises his veto power, the act is sent back to C-ongress, and 
may become law only when pass(*d by two-thirds vote of both 
houses. The President, however, may approve or veto only the 
whole act; he may not approve some sections and ^'eto othcTS. If an 
appropriation act contains und(‘sirable provisions, he must wc'igh the 
undesirability of legalizing th(‘se provisions against the desirability 
of making the appropriation elha tive. If he vetoes the whole bill, 
Congress may pass it over his \'eto, and at the \'ery least the ap- 
propriation bill is delayed. If he accepts the bill, he takes the bitter 
with the sweet. Particularly unfortunate is the “rid(T,’' a pro\asion 
in a bill, often largely unrelated to the bill itself, and incapable of 
passage on its own merits, which hopes to "ride” through the Con- 
gress and the executive on the back of needed legislation. 

Whatever the verdict on other grounds, presidential power to 
veto sections of bills while accepting other sections would help to 
improve the effectiveness of the budget. This would strengthen the 
President’s hand in seeing his budget through to fruition in legisla- 


^ Nolf, for instiinur, the following provisions of the OHiee of Price Administration 
Appropriation Aet lor the fiscal yi‘ar 1945: 

. . No part [)f this appi upriation shall be directly or indirectly nsed for 
the payment ol the SLdary or expt'nses of any person who directs the lorinulation 
of any price policy, inaxiiniiin price or ceiling . . . unless . . . such pcjson 
shall be qiiahlicd by experience in business, industry, or coinincrcc . . (This 
provision was directed at^ainst “professors ’ in OPA. ) 

. . none of the fund*? appropriated in this Act shall be used to pay the 
salary or (‘xpenscs of any person fixing maximum prices for dillcrent kinds, 
classics or tvpes of processed fruits and vegetables which arc described in terms 
of specilications or standards, unless such specifications or standards were, prior 
to such ordiT, in general use.” (Directed against grade labeling.) 

U. S. Stat., 78th Congress, 2nd Session, Chapter 304, June 28, 1944, p. 601. 

^ Ignoring the pocket v^eto, in which case the President takes no action within 
ten days and Congress adjourns prior to the expiration of this period. In this 
case the bill is dead and remains so unless initiated anew at a later session. 
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tion, and would seemingly not materially reduce legislative authority. 
Sections of bills vetoed by the chief executive could still be made 
law by passage over his veto. Thus Congress would still possess 
power to override objections by the President, but only when Con- 
gress is so sure of its desires that it passes the bill by a two-thirds 
vote ill full view of the President’s stated objections. 

Deficicncij Appropriations A deliciency appropriation 
is made after passage of the general appropriation act, designed to 
provide funds for projects for which no funds or inadequate funds 
have prcvioiislv been voted. It was noted earlier in this chapter that 
appropriation bills have high priority on the legislative calendar, 
and are normally passed (‘arly in the session. Unforeseen functions 
may have to be undertaken later in the session, and other functions 
may be found to have been inadequately provided for. It is of the 
essence of good budgetary procedure that analysis, evaluation, 
and choice be substituted for rigidly strait- jacketed expenditure 
schedules. It is for this reason that the deficiency appropriation is 
an essential part of budgetary control. 

In state governments, with biennial legislative sessions, ap- 
propriations are made for two-year periods. In such cases need for 
intcTsessioii provision of funds may frequently occur. But the 
principle is the same. Until executives and legislatures become 
omniscient there will be a place for the deficiency ajipropriation. 
Since state legislatures are usually in session only for a short period 
during the biennium provided for in the budget, deficiencies and 
emergencies are normally provided for by one of two methods; 
(1) allowing the Governor or budget officer to approve emergency 
expenditures in excess of appropriations while the legislature is not 
in session, and (2) appropriation of a lump sum contingent fund to 
be administered by the Governor and/or a commission of financial 
officers. 

It is evident that, although provision for emergency appropria- 
tions is a necessary part of the budg(‘t system, loose and irresponsible 
use of them can threaten that system. If deficiency funds are 
appropriated to bail out agencies which have simply failed to live 
within their budgets for no reason other than prodigality or mis- 
management, the budget has failed in its function. A loose, open- 
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handed system of providing for deficiencies may well do more harm 
than good. 

AUotmeiit of Appropriated Funds Most budget 
systems, federal and state, provide for quarterly, monthly, or other 
allotments of appropriated funds to the spending agencies. The 
primary reason is to maintain operations at a fairly stable level 
throughout the budgt'ted period. It guards against expenditure at 
so rapid a rate at the l)('ginning of the period as to stop activity of 
the agency toward the end or to bring the agency in for a deficiency 
appropriation. On the other hand, it discourages excessive fear- 
inspired frugality during the early months of the period, followed 
by possibly wasteful expenditure at the end. 

Allotments are generally administered by the budget department. 
Obviously the schedule of allotments to the agency during the 
budgeted period should be tailored to the normal needs of the 
agency. A highway appropriation should not be allotted in equal 
monthly installments in latitudes where construction and repair of 
highways can be carried on during only a portion of the year; 
allotments should follow the seasonal curve of activity. 

Dedication of Revenues to Special Funds Probably 
the worst danger to good budget practice in state governments is 
the dedication of particular revenues to particular funds, from 
which particular activities are financed. By this system, income is 
channeled into any number of pocketbooks, large and small, with 
little opportunity for translcr between pocketbooks. The state 
treasury is thus not a single treasury, into which receipts are covered 
and from which payments are made according to a budgetary 
schedule of planned distribution. It is a miscellaneous group of more 
or less independent treasuries. 

At the center is the general fund, which must support the general 
functions of government, largely support emt'rgencv expenditures, 
and stand ready to make up deficits in other funds. Ntwt is the high- 
way fund, supported by gasoline taxes, motor vehicle registration 
fees, operators’ license fees, and miscc'llaneous receipts from auto- 
mobile dealers’ and repairers’ fees. The highway fund supports the 
construction and maintenance of highways, the state police, and the 
various motor vehicle regulatory activities. 
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Trailing off from the two largest funds mentioned above may be 
fifty or sixty special funds of various siz.es, some so small that the 
activities they support may spend less than a thousand dollars per 
year. The largcT of these funds will probably be dedicated to 
the financing of welfare aetivities such as old-age assistance and of 
state universities and colleges. Th(' smaller may administer the 
examination of barbers, of hairdressers and cosmeticians, or of 
embalmers. 

The system of financing by funds to which particular revenues 
are dedicated has grown up through pressure from two directions: 
from the fed(‘ral government in connection with grants-in-aid, and 
from particular classes of lax- and fee-payers. In coniK'ction with its 
grants for highway construction, matched by the states, the federal 
government has exerted strong pressure upon the states to dedicate 
gasoline tax revenues to highway construction and maintenance. 
There appear, however, to be possibilities of changing this arrange- 
ment if the states really wanted to do something about it, which 
it appears they do not under pressure from automobile tax- and fee- 
payers. 

Public campaigns, with signs, stickers, speaktTs, and literature 
agi\inst ^'diversion” of gasoline taxes and automobile fees from 
highway to general use, have been eomnion throughout the country. 
They are inspired by business groups— automotiA C traders groups, 
gasoline dealers, automobile associations, etc,— which stand to gain 
from more and belter highways, and their arguments make enough 
sense to gain the support of a large* majority of citizens. As matters 
stand, the term “diversion'" implies governmental stealing from 
motorists, and not, as it should, the appropriation of one of the 
states’ richest sources of r(*venue for the pLirticular benefit of the 
motorist class. In one state the governor proposed in his budget 
message that several of the state boards examining the' cpialifications 
of potential entrants into various professions be merged, that ex- 
aminations be set and judged by professional men but that ad- 

It should be mentioned, however, that in many cases gasoline taxes and fees 
imposed upon motorists were originally legislated on the promise that their 
revenues would he used for highway purposes. In such cases the cry of 
“diversion’' has a reasonable basis. 
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ministration be centered in one commissioner. The suggestion was 
quickly defeated, largely under the leadership of the state medical 
society, which publicly decried “political” interference in the de- 
termination of qualifications of doctors. Basically the issue was 
whether professional fees should be co\en'd into the general fund 
and administered under the budget system. 

Budg(‘t procedure under a system of financing by funds with 
dedicated revenues becomes largeK a formality. The budget simply 
recommends appropriations for the agency equal to anticipated 
revenues. Transfer of surplus money from one fund to another 
(“diversion”) is normally very difficult, vith the consequence that 
the geiuTal fund olteii loses but seldom gains. The general fund 
must make up deficits in special funds, but stOdom receives surpluses 
from them. Thus, real budgeting applies on]y to th(^ general fund, 
which ])robably covers between one-third and oiic-half of the total 
expenditures of the state. 

The results produced by this .system are curious, and at times 
fantastic. The actual results of a years fiscal activity can be learned 
only by determining the algebraic sum of the surpluses and deficits 
of many lunds. The result is then largely meaningless, because of 
the non-traiislerability of surpluse's from one fund to another. In 
one state it was neeessarv to borrow several million dollars to cover 
a general fund deficit. This borrowing was necessary in order to pay 
back to the highway Juiid amounts which it has been unable to 
spend in previous years and which it had temporarily lent to the 
general fund. 

The nature of the solution to the problem is clear, though its 
obstacles in public opinion are equally clear. Everyone is in favor 
of effective budgeting in the abstract, and yet few favor abolition 
of a practice which makes really effective budgeting impossible. 
Not all special funds could be eliminated. For special rca.soiis the 
sinking fund— for retirement of debt— should be segregated. Legal 
restrictions require that certain trust funds be segregated. And 
special functions such as old-age in.surance and unemployment com- 
pensation as now ill force must be segregated from general functions 
when collections are in the nature of premium payments to a 
dedicated reserve fund. All other receipts should go to the general 
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fund, and all other payments made from it. Only then can budget 
unity be approached. 

The logical extension of dedication of gasoline taxes for highway 
construction, doctors’ fees for the benefit of the medical profession, 
and hairdressers’ fees for the l^enefit of hairdressers is the dedication 
of toliacco taxes lor tJie particular benefit of smokers, liquor taxes 
for the particular benefit of drinkers, and property taxes for im- 
provements to property. In the final stages of such dc'dication, relief 
payments must cease because the indigiait cannot pay their way; 
the legislature, the courts, and the executive, if they are to continue 
to exist at all, must produce services for a ready market. The budget 
department can be dismissed, since “earmarking” has relieved it of 
any duties. 

WllF.N IS A rud(;et ralanced? 

Balance an Accounting Concept Much public dis- 
cussion has cent(‘red around “balancing the budget ” but much dis- 
agreement is found— in full view of the figures— as to whether a 
particular budget is balanced. The “balance” ol the budget is an 
accountijig concept and requir(\s some elemental uuderstanding of 
the purpose and basic characteristics ol government accounts. 

The prime function of government accounts is to demonstrate 
to those resjionsible for fiscal policy, and to the public, the results 
of past fiscal operations. Estimates for the future should be presented 
under th(' same accounting and reporting classifications. This implies 
that financial statements be presented in an understandable form, 
and that the budgeting and accounting agencies exercise care that 
items are properly classified. Proper classification involves con- 
sistent recognition of the objective of accounting and reporting- 
portrayal of the condition of the finances resulting from fiscal opera- 
tions. 

A balance sheet approach, showing assets and liabilities of 
government, is useless for this purpose. The principal liabilities of 
government would be its outstanding debt, representing legal claims 
of others against the treasury. The assets of government would 
certainly include its cash on hand, but beyond this, assets have rela- 
tively little meaning. A value could be assigned to public buildings 
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and government-owned equipment, but these “assets” do not exist 
for earning income and are not real assets in the customary sense of 
the term. They exist for government consumption, and can obviously 
not be used as offsets against debt liabilities to demonstrate' the eon- 
dition of the treasurv. There may be those who would list the tax- 
paying capacity of the citizens as an asset of government. The 
valuation of this “asset” would be arbitrary and meaningless for any 
useful purpose in accounting. Since government is essentially a con- 
suming agency and not a producing business, the balance sheet can 
produce no useful information. 

But it is important to know the relation of income to outgo during 
a given period. This relation will show whether fiscal policy has re- 
sulted in surplus or deficit; it will indicate the direction in which the 
treasury is moving. This is the kind of fact which is needed in the 
charting of future fiscal policy. 

Definitions of Basic Concepts The condition of the 
treasury is improved when net receipts exceed net expenditures over 
a period of time. The basic categories ol income and expenditure 
may be defined as follows: 

1. Bevenue receipts are receipts which increase the usable funds 
of the treasury without increasing its debt oldi^atiow'i; or which 
reduce its debt ohUf^aiions without reduehif^ its usable funds. 
They improve the net condition of the treasury. 

2. Cost payments are payments which reduce the usable funds of 
the treasury without reducing its debt obligations. They worsen 
the net condition of the treasury. 

3. Non-revenue receipts are receipts which increase the usable fimds 
of the treasury, but increase correspondingly the debt obliga- 
tions. They are receipts which have no net effect upon the con- 
dition ol the treasury. 

4. Non-eost paynioits are payments which reduce the usable funds 
of the treasury, hut reduce correspondingly the debt obligations. 
They are payments which have no net ellc'ct upon the condition 
of the treasury. 

Most items of revenue receipts are covered in the first clause 
of definition (1) above. The second clause of the definition is in- 
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eluded for completeness to take care of taxes which are paid to the 
treasury by turniug in treasury securities.^’ Revenue receipts include 
practically all receipts except those borrowed through the sale of 
treasury securities, and amounts which come into the treasury for 
special trust funds— such as retirement and insurance funds— and 
must be immediately transferred to those funds. The exceptions 
mentioned in the previous sentence are non-revenue receipts. 

Cost payments include practically all payments except those 
used for retirement of d('bt and translers to special trust funds such 
as those mentioned in the paragraph iimnediatt^ly above. It is to be 
noted that interest paid on the public debt is a cost payment, while 
payments of the principal of the public debt are non-cost payments. 
This follows from the d(»fiuitious. 

ReccMpts are classified as revenue or non-revenue solely on the 
basis of thc'ir nature as rec(Mpts— those which increase treasury funds 
without e(jually increasing obligations are revenue receipts; the 
others are non-revenue receipts. Likewise' payments are classed 
as cost or non-cost solely on th(' basis of their nature as payments— 
those which reduce treasury funds without equally reducing obliga- 
tions arc cost jiayments; the others are non-cost payments. The 
source of funds received or paid is not to be considered; only the 
effect on the treasury’s condition is significant. Thus, funds raised 
from income taxes (revenue receipts) may be used for debt repay- 
ment (non-cost payments), while borrowed funds (non-revenue 
receipts) may be used for purchase of office supplies (cost pay- 
ments ) . 

If the concepts above arc properly understood, the question 
“When is a budget balanced?” can be correctly answered by the 
following propositions: 

A budget is balanced if di/rmg the budp^ct period revenue receipts 
are exactly equal to cost payments. 

Treasury Tax Series Notes were first sold in 1911. They were acceptable by 
the Treasury in payment of income, gift, and death taxes, accomplishing two 
purposes: (1) they provided securities in which taxpayers could invest funds 
accumulated for tax payments at interest, and (2) they made funds available 
to the Treasury prior to tax date. Cf. Annual Report of the Scerctfiri/ of the 
Treasury^ 1943, p. Government bonds liave regularly been acceptable in 
payment of federal death taxes. 
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If revenue receipts for the hiidp^et period are greater than cost 
payments, the difference is budget surplus. 

If revenue receipls for the budget period are less than cost pay- 
ments, the difference is budget defwit. 

Two typos of noii-rovomio roooipts have boon mentioned: 

receipts from l)oiTowing and receipts for the account of special trust 
funds. From a common sense point of view the latter cannot enter 
into determination of surplus, deficit, or budget balance because the 
treasury ne\er had real tith' to them and they therefore did not in- 
crease th(' usable funds of the treasury. The former were necessary 
because of a budget dc'ficit, and thus do not enter into determination 
of that dt'ficit. Similarly, two general types of non-cost payments 
have been nnaitioned: rt'pavinent of di'l)t and transfers to special 
trust funds. The lattcT cannot enter into determination of surplus 
or deficit because* th(*ir tran.sle'r cannot worsen the condition of a 
treasury which never had re^al title to them. They witc from tlie start 
dedicated to trust funds and thus were* never usable funds. Net re- 
payment of d(*bt becomes jiossible becfnise of a treasury surplus; 
it cannot enter into determination of surplus or deficit. 

It should be epiite apparent that nothing is to be learned with 
respect to biulg(*t balance by comparing total receipts (revenue plus 
non-revenue rectapts) witli total payments (c‘ost plus non-cost pay- 
ments). Except for minor tim(*-adjustm(‘nts, such a comparison 
would always show the budgc't in balance, no matter how large the 
true surplus or deficit. And to the extent that any non-revenue 
receipts or noTi-eost payments are allowed to creep into surplus or 
deficit determination the picture of surplus or deficit will be distorted 
and incorrect. 

multiple budgets 

The function of the budget is to make fiscal control 
and planning possible. This being the case, the more comprehensive 

If, as in not uncommon, a treasury is icqiiirccl by law to retire some debt each 
year, debt may be retired in years when a deficit is incurred. The same thing 
occurs wlien debt matures in a year of deficit and tlnis must be replaced by 
new borrowing. In tliese cases tlie treasury borrows new funds to pay off old 
loans, and to the extent this is done there is no “net repayment of debt.” It 
uses non-revenue receipls to make non-cost payments. 
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the budget, the more it brings into one unified picture past fiscal 
performance and future fiscal plans, the better it will perform its 
function of control. From time to time suggestions have been made 
recommending that more than one budget be prepared, presenting 
in each the facts and recommendations concerning the financing of 
specialized functions. Two of these are described and considered 
briefly below. 

Ordinary and Emergency Budgets In periods of war, 
depression, and similar emergencies when the pattern of receipts and 
expenditures is inevitably greatly altered, it has been recommended 
that two budgets be prepared. The ordinary budget would present 
the budget for functions which are relatively peTinanent and are 
therefore “ordinary ' f uiietions. The emergency budget would present 
data for functions of an einergency character and therefore presum- 
ably of short duration. 

In 1933 the federal government of the United States began the 
practice of segregating in its budget summaries the “generar* and 
“emergency'’ expenditures.’'^ I’he administration was charged with 
“trickery ’ in such segregation so as to hide the extent of “wasteful" 
expendi cures. The “trickery" supposedly lay in the transfer of certain 
expendilur(\s of long standing into the emergt'nev category. What- 
ever the truth, and Sundelson appears to absolve the government of 
any inlc'iit to deceive,’'’ this separation of items into separate 
categoric's did not create two budgets and was thus not a true ex- 
ample of multiple budgeting. It was a se]:)aration within the budget 
summaries and financial reports of the “ordinary" and “emergency” 
expenditures, for whatever value such separation might have in 
understanding fiscal policy. All expenditures wc'rc' budgeted as usual, 
and all were handled in the single coinprt'hensive budget. 

It is impossible to see any real advantage to double— or multiple- 
budgeting in emergencies. Whatever advantages thcTe are in the 
segregation of usual and unusual expenditures can be accomplished 
as well by summarizing the items in a single, comprehensive budget 

’^Spe J. W. Sundelson, Budgetary Methods in National and State Governments 
(Special Repoil ot tlie New York Slate lax Coniinissioii, No. 14, Albany, 
1938) for excellent material on extraordinary and crisis budgets. (Chapters 
13 and 14.) 

^Uhid., p. 18011. 
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in such a way as to point out the unusual character oi certain ex- 
penditures. The disadvantages are several. Multiple budgets of this 
type may result in applying the normal drives for elTiciency, which 
the budget is supposed to implement, only lo the ordinary budget. 
They create an atmosphere of suspicion ot the motives of the budget- 
ing authority which is likely to give rise to intra-govenimental ill- 
will and waste of time and effort. Furthermore, multiple budgets 
tend to obscure the true results of fiseal operations by scattering the 
results among several documents. The Agent General for Reparations 
describes the German multiple budget system in 1927 as follows: 

“The budgets are presented in a manner that makes it quite impossible, 
even for well-informed readers, to follow them without exhaustive study 
and analysis. The budget as a whole contains many tianslers from one 
budget to another; all ol which tend to create confusion and to complicate 
the accounting.” 

Ordinary and Capital Budgets It has often been 
recommended that governments set up, in addition to ordinary 
operating l)udgets ol current receipts and (‘xpenditures, capital 
budgets. The capital budget would include capital expenditures for 
important items of public construction and for publicly owned com- 
mercial enterprises. It will be noted, however, that strictly speaking 
a public building is more in the nature of a durable consumers good 
than a capital item. 

The general theory ol segregating activities in the nature of 
public construction in a separate budget runs in terms of the non- 
recurring nature of such expenditures. Being extraordinary ex- 
penditures, normally financed by bon owing, it is regarded as unfair 
that they shoidd he allowed to produce* deficit in the general budget. 
Inherent in this view is the leeling that the thing that counts is 
whether the ordinary budget is balauccal. If the ordinary budget is 
balanced, borrowing to finance public works becomes somehow 
easier to take. This view exalts the significance of a “balanced 
budget” and ignores the simple fact that the budget is the fiscal plan. 
If, therefore, public works expenditures are desirable they should 

Quoted in TTugh Dalton and others, Unhalanved Budgets, A Study of the 
Financial Crises in Fifteen Countries, London, Roullcdge, 1934, p. 23. 
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be planned through the general budget, even though a general 
budget deficit is tliereby created. It is difficult to see how anything 
of real value is to be gained by the segregation of “capital” items 
into separate budgets. There is the usual danger, however, that 
segregation will divert attention from these extraordinary expen- 
ditures, and that those concerned with general fiscal planning (in- 
cluding the public) will be lulled into a comfortable somnolence 
by the calming fact of a balanced “ordhiary” budget. 

The same conclusions can be drawn with respect to creation of 
special capital budgets for governmeiit-owned commereial enter- 
prises, such as light and water systems. There is, of course, reason 
for separate accounting within the agency itself, to show the detailed 
relations of receipts and expenditures, and the results of operation 
with respect to gcaieral ])olicy as to whether the enterprise shall 
operate at cost, at a surplus, or at a deficit. Its rcvcniu's are, how- 
ever, public revenues and its expenditures public expenditures. And 
provided the items are propcrlv identifiable in the general budget, 
the receipts and exp(*nditures of public enterprises should be subject 
to the same type and degree of planning as are any other receipts 
and payments. 

OTHER AGENCIES OF FISCAL ADMINISITIATTON 

The budget being the central planning and control 
instrument in fiscal administration, it is j^ropcT that it be given major 
attention in a study of fiscal agencies. There are however, other 
agencies participating in fiscal operations, though their participation 
is rather at the routine administrative level and less at the policy- 
determining level. 

The Trcasiiri/ The functions of the treasury depart- 
ment are primarily those of receiving, paying, and safekeeping of 
government kinds. It is of course true that in our feuleral govern- 
ment, the Treasury being one of the executive departments, with its 
head a member of the President’s cabinet, many advisory functions 
involving research will be performed. 

An excellent detailed faetiicd aecoiint of tlie functions of agencies discussed in 
this section is to he Inurul in E. F. B.irtclt, Arrountm^ Procedures of the 
Vnilcd Stairs Government, Public Administration Service, Chicago, 1940. 
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Treasury recommendations regarding revenue legislation may 
actually become law through their inclusion in the President’s budget 
recommendations and passage by Congress. After a revenue measure 
becomes law it is the duty of the Treasury to administcT it. This in- 
volves organization to collect revenu(\s, accounting for revenues re- 
ceived, and provision for safekeeping of government funds. The 
latter is accomplished by making deposits to the government’s ac- 
count in banks of the Federal Reserve System.’ ' 

If expenditures during a period exceed tax receipts by more than 
the amounts which can be spared from the Treasurv cash balance, 
the Treasury is authorized to borrow. The limits to this authority are 
at any given time established by the legal debt limit which Congress 
has authorized. Within the debt limit however, the Treasury’s 
authority to borrow follows from the fact that the revenues it re- 
ceives result from revenue measures passed by Congress and the pay- 
ments which it makes must have been authorized by appropriations 
made by Congress. Borrowing by the Treasury thus conforms to the 
plans of Congress as expressed in fiscal legislation.’^ 

Payments by the United States Treasury are made according to 

UiUiiv^orablc public and j^rn'criiincnt reaction to private banks led to the 
cstablLshinent in 1816 of llic Independent Treasury System. By tlie creation 
of “subtreasiiries’' in kirirer cities, safekeeping of public funds in govtTiiment 
vaults independent of the banks was provided. Tins inoxe was based upon tho 
narrow assniiiption tlial safekeeping was the principal Iniietion perlorinc'd for 
the Treasury by tJie banks. Tlie critical weakness of the Independent Treasury 
System appeared during the Civil War when it was recognized through bitter 
experience that floating and inauagiiig the public debt retpiired far closer 
contact wath the money market th.in an independent treasury could have. It 
subsetpieutly became increasingly evident that the collection and disbursement 
of public funds could be eJJectjvi'ly performed only by using e.visting banking 
institutions. Tig' Indi'peiulc'iit 'I’ri'asury vSystem thus failed because of failure 
to recognize* the actual and lu'cessary integration oi the public and the private 
economies. After the Ci\ il ^^'a^ the Treasury became cleereasingly “inde'pend- 
ent,” and the subtreasurit's became principally vaults. In 11)20 provision was 
made tor final elimination of the subtn'asuries. 

Under the Legislative Reorganization Act of 1946, when Congress establishes 
the expenditure ceiling above the level of estimated receipts it must by con- 
current resolution authorize borrowing to the extent of the diflcrenee. Thus a 
more lormal grant to the Treasury of authority to borrow is contemplated. Ap- 
parently, how(’vcr, the purpose of this provision is to impress upon the Con- 
gress thi seriousness of appropriation in excess of receipts. If Ckmgress votes a 
budget deficit it must puulicly admit this fact by formal vote. 
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the following routine: Appropriations having been made by Con- 
gress, the Treasury notifies the spending agency of the amount of 
its appropriation. The agency tlien submits a schedule of allotments 
of this appropriation through the year to the Bureau of the Budget. 
When approved, the agency may incur obligations for a given j^eriod 
only to the extent of its allotment for that period. These obligatimis, 
before payment, must be approved by the Comjitroller General (see 
below). When so approved, payment can be made by a Treasury 
disbursing ofBcer, by drawing checks against the government's bank 
balance. 

The Comptroller In the previous paragraph it was 
stated that payment must be approved by the comptroller before a 
check can be drawn. The principal function of the comptroller is to 
make certain that the expenditure conforms to the purpose ff)r which 
the appropriation was made. He thus has a quasi-judicial function of 
interpreting the intent of appropriation acts. Because of this judicial 
clement in his function the (Comptroller General of the United States 
is appointed by the President for a term of fifteen years, making 
him, once apjminted, independent of the chief executive. In state 
governments the officer performing the comptroller's functions is 
usually elected for a term equal in length to that of the governor. 

Since the comptroller is presumably independent of the executive 
departments, his office usually performs the function of accounting 
control among the various agencies, maintains the basic government 
accounts, and audits the accounts of financial officers and agencies. 
Ill our federal government the General Accounting Gffice is under 
the administrative authority of the ("omptroller Genenal. 

The Banks Although the banks are not government 
agencies, they perform necessary functions for the Treasury. The 
Federal Reserve Banks hold the principal deposits of the Treasury.-® 
They therefore receive moneys collected by the Treasury and pay 
checks drawn by the Treasury. In connection with the public debt, 
the Federal Reserve Banks receive applications from banks, dealers. 

Sec FedeiLil Reserve BorfcI, The Federal Reserve System, Its Purposes and 
Functions, Wa.sliington, 1939, pp. 35-6. 

A major exception during World War II was the placing of proceeds of war 
loan drives on deposit with the memher banks of the Federal Reserve System. 
These special “war loan deposits" are discussed infra, Chapter 8. 
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and others, for new issues of government securities, and allot 
securities among these buyers according to Treasury instructions. 
The proceeds of sales are credited to the Treasury’s deposit accounts. 
In addition the Reserve Banks redeem government securities, pay 
coupon interest, and perform other similar services. It should be 
realized, of course, that the Federal Reserve Banks perform these 
functions to a considerable extent through the membcT banks. The 
contacts which the FedcTal Reserve Banks have with the money 
markets make them valuable advistas of the Treasury in determina- 
tion of the terms ot issue of government securities, 

RECOMXrENDlGD READINGS 
The budget: 

Willoiichhv, W. F., “Budget,” Enciiclopaedia of the Social Sciences, N. Y., 
Macmillan, 1930. 

Descriptive* discussion, with special reference to tlie development of 
budget practice in the United States and in otlier countries. 

Hansen, A. H., Fiscal Policy and Business Cycles, N. Y., Norton, 1941, 
Chapter 10. 

Probably the best available .short treatment of the subject. Discusses 
tile, literature on budget theory and multiple budgets, and introduces 
the generally recent approach to budget theory. 

Sundelson, ]. W., “Aspects of Budgetary Procedure,” in Groves, H. M., 
Viewpoints on Piddic Finance, N. Y., Holt, 1947, pp. 661-68. 

A short discussion of comprehensiveness of the budget. 

Fiscal irianagcment: 

Bartelt, E. F., Accomi/ing Procedures of the United States Government, 
Chicago, Public Admiiiisti alion Service, 1940. 

Much detail eoneerning the ineehanics of luiiulling governmental 
funds. Chapters to be used should be selected in terms of the subject 
or agency ol iiiteiesL. 

Sinead, E. L., “Op(‘rations of the Re.serve Banks,” in Bniihiug Studies, 
Washington, Boaid of Governors of the Federal Reserve System, 
1941, pp. 260-65. 

Discussion of fiscal agency, custodianship, and depository functions 
of the Reserve Ranks for the Trt*asury. 
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with the relations hetwceii the banks and tlie Treasury. 



CHAPTER 3 


PUBLIC EXPENDITURES, TRENDS 
AND THEIR SIGNIFICANCE 


EXPENDITURE TRENDS 

Adolpli Waj2;iu^r, a German economist of tlic latter part 
of the iiiiieteentli century, present'd his famous “law of the increase 
of state activities” in these terms: ^ 

“Comp.ehcnsive coinparisons of (lilfe'rcnl countries and dilfc'ic'nt times 
show that, among progressive peoples, with which alone we are con- 
cerned, an increase regularly takes placi* in the activity of both the central 
and the local govemmeiits. This incre'asc is both e'xtciisi\i‘ and intensive: 
the central and local go\ ('rnnienls constantly und(‘rtak(‘ new iiinctions, 
while they perform both old and new functions more cllicicntly and com- 
pletely. In this way the economic lu’cds of the people, to an increasing 
extent and in a more satisfactory fashion, are satisfied by the central and 
local govemmeiits.” 

The statistics of expenditures throughout modern times demon- 
strate such persistent increase as to justify Wagner’s statement of 
this fact as a “law.” Nitti,“ after careful study of expenditures in 
various countries as far back as acceptable statistics exist, concluded 
that centralized and decentralized governments, warlike and peace- 

’ Crnnd?egMng der politisrhen Oekonomic, Dk. VI, ch. 3 (3rd cd., 1893), quoted 
in tnimslation in C. J. Bullock, Selected in Public Finance, 3rd cd., 

New York, Ginn, 1924, p. 32. 

^ F. S. Nitti, Principi di ficienza delle finanze, 1903, pp. 64-100. Translated by 
C. J. Bullock and included in ibid., p. 32 ff. 
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ful nations, large and small nations, show essentially similar tend- 
encies toward marked increase, particularly during the nineteenth 
century. Had Nitti been able to include the first half of the twentifjth 
century in his study, he could have shown not only a continuation 
but an acceleration of expenditure growth. 

Tb.e figures in Table 1 show something of the growth of federal, 
state, and local expenditures in the United States for selected years 
since ldl3. 


TAB in: 1 E\pi‘nditures of Federal, State, and City Governments, 
U, S., Selected Years, 1913-1945 ^ 

(in 7niUions of dollars) 


YEAR 

FEUEllAli " 

STATE ^ 

CITY 

TOTAL 

1913 

725 

383 

984 

2,092 

1919 

18,515 

640 

1,233 

20,388 

1923 

3,295 

1,208 

2,361 

6,864 

1929 

3,299 

],943 

3,435 

8,677 

1933 

3,864 

2,067 

2,464 

8,395 

1937 

8.177 

3,463 

2,620 

14,261 

1041 

12,711 

5,551 

2,259 

20,521 

1945 

100,405 

6,029 

2,685 

109,118 


* Fecli-r:il c'Ypentlilurc fitjnros Ijikcii from Statistical Abstract and from Annual 
lirport of the Sccrciarij of the Treas^mp 1045. 

“ stall' I'Xjicndiluri' fifrums lakiii as follows; 191,3, from National Industrial Con- 
tiTniLf Rourd, Cost of Covornmeut in the Uniicd States, 1925-6, p. 9; 1919, 
Rureau ol Census, Financial Statistics of States; 1923, 1929* 
J 933, from Cost of Covernment in the United States, 1934-6, p. 5; 1945 frmn 
Riireau of Census, Summary of State Covernment Finances, 1045, p. 3. In 
SL'N 1 ‘ial respeets liie fimires Iroin the various sourues are not exactly comparable 

nor are they entirely comparable when taken from different annual volumes in* 
a gu LTJ senes. 

City c'xpcnditure fiirurc's taken from Fituincial Slatkiics of Cities (1913-19371- 
Tl.e (l'J41) '.md Kumimiry of City Government Finances (1945)’. 

J le ,s atisties presented melude only Kovemmental cost payments. Cities in- 
cl id.'d are those ol over 100.000 population for the years 1933. 1938 1941- 
other eity statistics emlirace all cities of over 25.000 population hountv 

m ikirTthe st?i“‘ T '"‘li'pondenl loeal .suhdivision.s are not included! 

■ t the statistics for local froveriiments the least satisfactory in the table. 

° Ire unSaetoIi” ™ 'onie respects they 

J; ; ‘"7’ “ the footnotes to the table. They do not in- 

clude statistics of counties and other governments in the “local” category 
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It may be argued that the period covt*red in Table 1 is a period 
of abnormal government expenditure, that in the space of thirty- 
two years it includes World War I, the period of protracted 
depression of the thirties, and World War 11. That it is a period 
of emergencies of one sort and another may be granted; the pre- 
sumption that these emergencies were abnormal is not so easily 
grantt'd. It is devoutly to be hoped that war will prove to have been 
an abnormal charactCTistic of the first half of the twentic'th century. 
But war does not directly affect the expenditures of state and local 
governments, which have demonstrated the common upward trend 
during this period. And the governmental activities which appeared 
during the period 1929-1936 only accelerated a trend previously 
e^adent. These new activities have become so generally accepted as 
proper in the governmental sphere that it is quite unrealistic to 
expect significant reduction in the future. 

Two observations with respect to the figures presented in Table 
1 can be made without raising serious questions of abnormality. 
They concern the level of federal expenditures during the twenties 
and the growth of state and local expenditures throughout the 
period. Bl tween World War 1 and the “Great J^epression” federal 
expenditures had reached a comparatively stable level consider- 
ably above that of the pre-war period. A not insignificant element 
in the higher post-war level is the inheritance from the war 
of increased prices of the things government bought. This will be 
discussed further lielow. Another element directly trac'eable to the 
war was the inheritance of a greatly increased public flebt on which 
interest payments were required. But in addition, the scope of non- 
military activities was expanded during the war emcrgt'ncy, and 
such activities were by no means completely demobilized with the 
end of the war. Government and the public came out of the war 
conditioned to government participation in a larger scale of activities. 

The second significant feature to be noted is the marked increase 
in state and local expenditures throughout the period covered in the 
table.' Again, a part of this is accounted for by the increase in the 

'‘The tdl)le does not show a clear iipwaid trend in city expenditures. The 
principal reason is that the number of cities reported was considerably reduced 
by an Executive Order of 1932 requiring that, as an economy measure, cities 
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price level. But aside from this factor state and local governments 
are not significantly affected by war. The increase in expenditures 
of such governments is accounted for largely by an increase in the 
standard of governmental living-the provision by governments for 
“the . . . needs of the people, to an increasing extent and in a more 
satisfactoiy fashion . . to use Wagners words. Extension of the 
scope of go\ eriiiiient, as we shall see below, is one of the marked 
tendencies of modern times. 

The trtMUi of governmt'nt expenditures gives a clearer picture of 
the field of govcTiimental activities if certain adjustments and refine- 
ments are made in the dollar figures in Table 1. It should be evident 
that the real increase in gov^Tiunent activities can b(' measured only 
by eliminating the effects of price changes~by expressing ex- 
penditures in stable dollar terms. Further, it is clear that exttaision 
of government services to a larger and larger population will cost 
more money cxca though the schedule of government services re- 
mains unchanged. Figure's of per capita expenditures will eliminate 
the effects of simple jmpulation change'. Finally, the extent to which 
increases in the scope' cjf government servdees lake place at the 
expt'iist* of former or potential services of the private economy can 
be nnfghly shown by rt'lating government expenditure's to national 
income. Such a relationship would indicate in a general way whether 
expansion of govermm'utal funelions has kept pace with the increase 
in the national living standard. Tlu'se three adjustments of figures in 
Table 1 are presented in Table 2/* 

iiiidcr 100,000 popiiliiLion \)v Iroiii tlio U'port. H. 11. Vilhircl {Deficit 

Spending and flic NatLjrial Income) quotes figures for all local govcriiinents 
rising to $6.72 billion in 1029 and hovering around $6 billion through tlie 
thirties. 

® Tlu' reasons wliy tlie relation of government expenditures to the size of national 
income can at best be only a very rough measure of the gov'^ernmE'ntal standard 
of li\ ing relative to the private standard of living will be clearly apparent after 
studying Chapters 4 and 5. For the present we may say that to the extent 
government expenditure creaics national income the relation has a significance 
not of concern to us in this chapter. Thus, if an increase of 100 per cent in 
government spending causes in increase of 5 per cent in the national income, 
the ratios do have an impoilant special significance'. In this chapter, however, 
we are primarily concerned not with the causal aspects of government spend- 
ing but with the reflection by them of the public’s judgment of the direct 
benefits in utilities to be derived from governmental services. 
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TABLE 2 Total Expenditures in Current and 1926 Dollars, Per 
Capita Ex 2 :)enditures, and Total Expenditures in Current 
Dollars as per cent of National Income 



1" 

2^ 

3" 

4*^ 


TfVl AL 

TDTAL 


EXPENUITURES AS 


1. V ^UIIUHKS 

EXI’I Nnil UHES 

ei.H CAril A EX- 

PI- R ( ENT f)l' NA- 


(millions of 

(millions of 

PENDITUUKS IN 

TIONAL TNCOTVIE 

fEAIl * 

current dollars) 

7926* dollars) 

J926 DOI.LARS 

(current dollars) 

1913 

2,092 

2,997 

30.82 

6.28 

1919 

20,388 

14,710 

140.01 

30.89 

1923 

6,864 

6,823 

60.94 

9.59 

1929 

8,677 

9,105 

74.77 

10.41 

1933 

8,395 

12,739 

101.43 

19.84 

1937 

14,261 

16,525 

128.28 

19.94 

1941 

20,521 

23,507 

176.48 

21.19 

1945 

109,118 

103,137 

738.70 

67.78 


*The years selected arc those in Table 1. 

* From Table 1 . 

P^igures nf Cvolumn 1 adjuslt'd ])y Bureau of Labor Statistics index of wlwdesalr 
prices. This is lak(’ii as the* most iisefid of the \arions ])ri(‘e iiuh'ses for purposes 
of conversion. Some inaccuracy cnteis due to the ftict that expenditures are 
reporte‘d lf>r varying fiscal years for various governiueuts, while the price index 
is publisli(‘d on a eali’iular vear basis. 

^ Cainiputed by use of Ca'iisiis estimates from Stnthtical A])strari, 1946, p. 8. 

^ National iiietjme figures used were taken as follows: 1913, 1919, from National 
Bureau ol Economic Bescarcli, Income in the United States, 7.90.9 7. 9/9, 
N. Y., Ilareoiirt. Braec', 1921, p. 13; 1923 fioni Harold Barger, (hitlaij and 
Income in iJiC Ihiitcd States, 7.927-7928, N. Y., National Bureau of Economic 
Rcsearcli, 1912, p. .58; 1929^5 from various issues of the .Si/roci/ of Current 
Business. 

Column 2 of Table 2 translates total government expenditures 
for the selected years into dollars’ worth in 1926. Thus, in 1913 
governments would have spent $2,997 million instead of $2,092 
million if they had been required to pay prices equal to those exist- 
ing in 1926. This adjustment to 1926 prices indicates two facts with 
respect to total expenditures during the period: (1) Expenditures 
prior to the First World War show a scale of activities considerably 
larger when expressed in post-war dollars, and (2) activities during 
the low-price years of the thirties were considerably more extensive 
than they appear in terms of current dollars. It is well to keep in 
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mind the effect of change in the \ alue of money upon the significance 
of expenditure figures while reading comparisons of the present level 
with those of earlier periods, for instance, a century ago. 

Column 3 of Table 2, in addition to eliminating the effects of price 
chaiigt's as discussed in the previous paragraph, eliminates the in- 
fluence of population change. This shows a very marked increase of 
real per capita (‘xpenditures for all governments between World 
War I and 1T32. Reference back to Table 1 demonstrates that 
this increase is accounted for principally by tin* federal and local 
go\ernments, though increase at the state level is too significant to 
be ignort'd. The rate of population growth between 1930 and 1940 
was h'ss than half that of ih(' decade 1920-30. Thus, the adjustment 
to a per capital basis accentuates the greatly increased real ex- 
penditures of the thirties. 

Calculation of the relation between government expenditures 
and national income will show something of the growing significance 
in tli(' whole ecouoiriv of government financial operations. In 
addition it givts a rough indication of the rate of increase in the 
standard of governmcTital ]i\ing in relation to th(' rate of increase 
of the general living standard. In this sense it measures the change 
in the scale of government serviee with respect to change in 
the public’s potential general scale of want satisfaction. Column 4 
ol Table 2 shows a gradual (excepting World War I) increase in 
the per cent of government expenditures to national income between 
1913 and 1929; this ratio is almost doubled in 1933 and continues 
its slow incre'ase to World War II. The moderate increase in ratio 
between 1933 and 1941 indicates that national income was rising 
only slightly less markedlv than were dollar expenditures. One must 
be cautious in generalizing or in drawing ha.sty conclusions from 
the figures in column 4. National income relates to the nation as 
a whole and expenditure's are those of government as a whole. The 
figurt's do not relate the income of particular individuals or groups 
to government expenditures on or scTvices to the same individuals 
or groups. Nor is the income of individuals or groups reflated to 
taxes paid by or governmental borrowing from those individuals or 
groups. Conclusions with respect to specific benefit or .specific cost 
to economic classes are therefore unwarranted from column 4. 



48 PUBLIC EXPENDITURES, TRENDS AND THEIR SIGNIFICANCE 

Refinements of raw figures of total expenditures point to the 
following conclusioiis: 

1. When figures of expenditure are adjusted for changes in the price 
level, real expenditures during the decade of the nineteen- 
twenties reveal a less marked increase over the pre-World-War-I 
years, while real increase during the decade of the nineteen- 
thirties is greater than is apparent from the raw figures. 

2. Per capita real expenditures have moved in the same direction 
as have total real expenditures, the growth of population having 
been insufficient to adjust real expenditures downward during 
any period of significant duration. 

3. The share of the national income represented by government 
expenditures has shown persistent increase through the period, 
even under peaceful conditions, while in war the share of income 
devoted to governmental purposes is gigantic. 

From these conclusions we may draw the generalization that 
government has taken an increasingly significant place in the 
economy. The relative growth of government has, with minor ex- 
ceptions, oeen persistent, though irregular in amount, from year to 
year. 

The scale of governmental performance has expanded— as Wag- 
ner remarks— both intensivelv and extensively. Government has 
carried on certain functions throughout modern times, while new 
functioi IS— out of choice or necessity— are added from time to time. 
The former, however, increase in coverage and quality to keep pace 
with the requirements of a society whose institutions change and 
whose standards rise. We shall discuss separately the intensive and 
the extensive expansion of functions. 

IN1T:NSIVE expansion of GOVEHNMENTAI. 1- UNCTIONS 

Three govcTuinental responsibilities of long standing 
are: provision of military protection against aggression, construction 
and maintenance of roads and highways, and provision of public 
education. These three functions to an outstanding degree account 
for the increase of public expenditures over time. Although defense, 
highways, and education in their modern forms are so different from 
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the same functions a century ago as to make them scarcely recog- 
nizable as the same functions, they are government’s response to the 
demands for better performance of traditional functions. 

Defense Expenditures Price movements have a 
peculiar influence upon war expenditures. Such expenditures are 
largely incurred during periods of war boom at high prices. Ex- 
penditures made during war out of current taxes reflect these high 
prices, but war debt also crystallizes these boom prices in the 
obligations of government carried into the post-war period. The 
debt is e\]>ressed in contracts drawn in terms of dollars, and its 
amount is not reduced by a post-war decline in prices. Furthermore, 
obligLUions in the form of pensions and bonuses tend to be estab- 
lished during tlie war period of high ijicomes and high living costs, 
and thus in peacetime (‘ontinue to reflect war standards. 

Th(‘ cost of defense— all of those costs related to war— has in- 
creased phenonienallv through history. It includes not only outlays 
for men, niatCTials, and maintenance during and between wars, but 
also pensions and contributions to veterans, and interest on that 
part of the public* debt contracted for war purposes. It should em- 
brace also those non-military c'xpenditures involved in control of 
and assistance to the ei\'ilian economy in wartime. 

The progress of the military arts and sciences has been so rapid 
that the machines of war have become extremedy expensive to 
purchase and the rate of obsolescence extremely high. Acceptance of 
the obligation by governmcait to care for men and their families 
injured by war, and to provide benefits in the form of bonuses, edu- 
cation, and rehabilitation, has enormously increased the govern- 
ment costs attributable to war. 

Fe'w would deny that the maintenance of an adeejuate defense 
of the nation against aggre.ssion is a primary function of govern- 
ment. As indicated hy the preamble to the ( Constitution, one reason 
for establishing a federal government was to “provide for the com- 
mon defense.” But “dcfcTise” in the modc^rn sense recognizes the 
necessity of carrying eve i a defensive war beyond our own bound- 
aries— meeting the enemy as far as possible from our own shores. 
Thus an ridequate defense system implies very large, mobile military 
forces with great striking power and well-equipped advance bases. 
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An indication of the growing costliness of war in money spent is 
given in Table 3 below. 

TABLE 3 Cost of Principal American Wars 
(in millions of dollars) 


Revolution (1775-1783)=^ $ 113.6 

Warol 1812 (1812-1815)1^ 99.8 

Civil War ( 1 861-1879) 6,190.0 
Spanisli-Auiericaii War ( 1 898- 1901) 275.0 

World War I (31 nioullis ended Oelober 31, 1919) 32,830.0 
World War II (1910-1916)' 345,885.0 


“ From ShuUz and Caine, Financial Development of the United States, N. Y., 
PmUiue-l lall, 1937, pp. 46, 37. 

''From D. R, Dewey, Fuianrial Jlistonj of the Vniled States, 12tli edition, 
N. Y., Longmans, 1934, p. 141. Figure iiicliitles Navy, and tliost* interest 

payments in excess ol expenditures for inlerest in LSI 2. 

Dewey, op. eit., p. 329. 

Dewey, op. eit., p 167, Int liides only the excess of War and Navy expenditures, 
1898 1901, oyer those of 1894-1897. 

^Annual Report of the Scerefanj of the Treasury, 7.979, p. 26. 

^ Ibid., 1946, p. 400. An approximaU* figuK* lejneseuLing lolal “War Activities” 
expenditures, \’et(Tans’ expenditures annually in (‘xci's^. f)f those in 1940, and 
interest payments annually in exe(\ss of those in 1940. 

The figures presented above do not include expenditures for 
military pn^paration between wars. Nor do they, exct'pt to a degree 
in the Civil War figures, include po.st-war ex]Kniditures which are 
in the nature of “aftermath of war” items. Notable among these 
post-war payments are mustering-out pavRients, bomi.s jiayments, 
and pensions. This has hecMi a large and growing item ws the nation 
has moved from one war to the next. “All-out” war has gia‘atly in- 
creased the number of military personnel to whom such payments 
are made, and tlie tremd has been toward more and more ample 
payments of these types, at both federal and state levels. Table 3 
shows expenditures for World War 1 through October, 1919, to have 
been approximately 33 billion dollars. The estimated total of ex- 
penditures oil World War I after payment of adjusted service com- 
pensation and other “aftermath” expenditures is 45 billion dollars.® 
The National Industrial Conference Board calculates that be- 
® See Alfred G. Buelilor, Public Finance, New York, McGraw-Hill, 1936, p. 53. 
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twx^cn 1789 and 1920, 78.9 per cent of total federal expenditures 
were made for ward It is evident, tHerefore, that elimination of war 
offers by far tlie f^reatest possibilities for reducing federal ex- 
penditures. Curious!) enough, the hard-headed “economy minded” 
legislatois have attacked “bureaucracy” and the size of the civilian 
payroll of government, but have been very little concerned with 
programs for the promotion of peace. It is the “idealists” who have 
worked for peace against tlie tradition that war expenditure is 
inevitable. 

Hi^hivai/s Since World War I the development of the 
automobile has both demanded and benefited from the advance 
in mile.ige and rpiality of highways. The development of superhigh- 
ways and systems of through highways has been most spectacular, 
though improvement of rural roads, construction of cut-off highways 
to avoid residential and business areas, and elimination of grade 
crossings are important aspects of road development. Greater 
pliysical impact upon highways by vehicles of increased weight 
and spcH'd has required heavier construction of new roads, and more 
frequent repair or abandonment of old and inadequate surfaces. 
Multiplu'ation in iiiimbeis of \efncles using the highways, requiring 
wider surfaces, has add(‘d to the cost of construction. 

The highway function is performed l)y state and local govern- 
ments with considerable assistance from the federal government. 
In 1919 total expenditures of state and local governments for high- 
way purposes amounted to 390 million dollars. By 1921 they had 
increased to approximately one billion dollars, and in 1930 to 
1.9 billion dollars. In 1937, with state and local treasuries severely 
strained, the expenditure remained at approximately the 1930 level 
(1.8 billion dollars).*^ The tasks of highway and road construction 
and maintenance have led to large grants from the federal to the 
state governments, and from state to local governments. The federal 
government has made its grants to states under conditions which 

NatinTial Industrial Conferencr^ Board, Tux Hurdcns cind Puhlic ExpendituTBS 
New York, 1925, p. 4. ^ 

** Henry f. Bitlerinann, State aud Federal Grant s-in- Aid, New York, Mentzer 
Bush, 1938, p. 98, 

® Alvin H. F-nsen, Fiscal Polictj ir Business Cycles, New York, Norton, 1941 
p. 123. ’ * 
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require certain standards of construction and maintenance. Pressure 
from the federal government has consistently supported the policy 
of dedicating motor vehicle revenues to highway expenditure. 
Federal grants until 1930 had required that they be matched dollar 
for dollar by state funds. In 1930, since states were having difficulty 
in qualifying for federal highway grants because of inability to match 
available federal funds, the federal government began advancing 
funds to states chargeable against future grants, with which the 
states could match current federal grants. If the poliey had been 
carried out as planned, highway work would have been drastically 
curtailed in later years when the states would have been required 
to meet all highway expenses from their own funds. In 1934, there- 
fore, Congress released the states from the necessity of paying back 
these advances, and the eflect was to create outright gifts from the 
federal government unmatched by the states.^^ This was entirely 
in line with the federal policy of public works for depression relief 
and business recovery during the thirties. 

The World War II period greatly reduced expenditures on high- 
ways, both because of reduced need during the rationing period 
and because of the unavailability of materials and labor for con- 
struction. The states thus (‘merged from the war with a backlog 
of needed highway eonstnietion and repair, and large highway fund 
surpluses accumulated during the war. Special highway funds are 
normally among those most richly supported, owing to the practice 
of federal grants and the dedication of motor vehicle revenues to 
highway purposes. 

Education Publie edueation at the primary and 
secondary level has been essentially a function of local government, 
while higher publie education has be('n essentially a state function. 
However, great disparities in financial rc'sources among local govern- 
ments have required insist(‘iice upon consolidation of schools and 
standardization of the quality o( public education pc'rlormcd by 
those govt'rnmeiits. Improvement and standardization have occurred 
largely through stLite control, and have given rise to large educational 
grants Jrom the slatc*s to their local governments. The inadequate 
productivity of the property tax (the local government revenue 
Bittermaiin, up. cit., p. 99. 
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mainstay) has necessitated state aid, and in some states substitution 
of other taxes for the property tax has led to the institution of state 
taxes shared with local governments.^^ 

TABLE 4 State and Local Expenditures for Education, Selected 
Years 


yeak state expenditures local expenditures 



($ millions) 

(% total ex- 
penditures) 

($ millions) 

(% total ex- 
penditures) 

1915 

158 

31.9 

585 

26.5 

1923 

382 

29.1 

1,715 

37.3 

1929 

560 

27.2 

2,226 

32.5 

1938 

888 

22.2 

1,418 

25.2 

1944 

1,170 

20.4 

1,273 

28.0 


Twcj observations may be made concerning the trend of ex- 
penditures for education (Table 4). The first is that educational 

Fcdcnil aid lo public cducaLion sliuuld not be completely ignored, for it is 
of growing importance. In tbe original federal cession of land to the states 
fairly large blocks weie earmarked for schools. Siibsf‘(|nently, grunts of land 
and money were made lor the creation of “land grant colleges.” In addition 
funds lijive been given by the federal government undi'r various acts for the 
promotion of agneiiltnral aiul mechanical education. During the thirties siib- 
stanLial amounts were spent by tbe National \outli Administralinn to help 
pay sehool and collc’ge ('Xjieiises ol iiei'dv stiidiiits, and tlu'se NYA payments 
were quite generally made for performance ol work for schools. In the post- 
World War 11 period ledeial payuienls to war veterans to support them in 
sehool, college, and job training aie enormous, and of benefit lo seliools as 
well as to veterans. The post-war prediiainent of pnlilie education, due to 
rising costs and iiiadcquat<’ personnel, promises to result in federal programs 
providing substantial direct aid to local education. 

^“Figures for 1 915-1 !J:3S from Simon Kii/nets, “National Income and Taxable 
Capacity,” ArDcrican KcoiiODiic Review Supplement, March, 1942, p. 69. The 
figures indicated for 1944 were calculated as follows: State figures include 
expenditures for operation of schools and libraries, and state-aid grants for 
schools. These were taken from State Finances, 1^)44. Local expenditures rep- 
resent a combination of figures for various years. Education and library ex- 
penditures were taken for the year 1944 from City Finances. These include 
only cities with population ov'er 25,000. To this figure were added county 
expenditures for education in 1913, the latest publislied County Finances being 
of that year, and expenditures of independent school districts for 1942, the 
latest available dale (Finances of School Districts, 1942). From this total 
state aid giants were deducted, for they appropriately represent state rather 
than local expenditures. 
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functions have from an early date constituted a large element in the 
total of state and local expenditures. Prior to the modern importance 
of tlu‘ highway and of relief and assistance activities, it was by far 
the most expensive single function of those governments. An un- 
usual amount of public interest in schools has been consistently 
evidtMit, for obvious reasons, and the educational lobbies hav(' been 
among the most vigorous in stat(\s and cities. 

Th(* second observation points to the indicated decline in local 
expenditure for education between 1929 and 1938, a decline which 
is not f)ffsc't by increases in state educational ('xpenditiires during 
the same pt'riod. TIutc are several explanations of this decline. 
(1) The sad shite of the finances, particularly of local governments, 
brought about rather naturallv a significant decrease in expenditures 
on the very large item of education. (2) Federal Funds weie not 
made a\'ailable for (alueation, except work relief funds for con- 
struction of school buildin(j!;s, and the states and localities were forced 
to depend upon their own inadt‘Cjuate revenue resource's. (3) Edu- 
cational exjR'iiditnre'S are norinallv made from geiieral revt'iiues. In 
contrast to highwav lunds, with large and stable earmarked revenues, 
school ('\pt'iiditur(‘s came from those general funds which during 
the thirties w(‘re reejuired to meet many extraordinary expenditures 
without being able to tap new revenue sources. (4) The depres- 
sion philosophv of balancing the “ordinarv” biidgf't while the 
“cmergeney” budget was allowed to go far out of balance* is probably 
a factor in the situation here discnsscHl. School expenditures are a 
part of the long-run, ordinary expenditures. As revenues fell and 
need for (*niergeney expenditures arose, the tendency was gent'rally 
to pare ordinary c'xpt'nditures to mec't falling rev enues and to borrow 
only for emergc'iicies. Important as the ('nn'rgency func‘tions were, it 
is evidemt that the equally important educational function was not 
given ecjual treatment. 

Urbanization A gcmeral cause of expenditure in- 
crease which possesses aspc'cts of both intensive and c'xtensive ex- 
pansion of functions is the concentration of population in urban 
centc'rs. Urbanization has increased pcT capita c'xpenditurf's of local 
(and other) govT'rnments for the administration of traditional func- 
tions as these functions are related to a more concentrated popula- 
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tion. For example, it becomes impossible with population con- 
centration to continue performance of police, street, or public 
education functions on the simple scale. If the police function is to 
be performed acceptably a highly specialized and expanded depart- 
ment is rt‘quired. The function of public education becomes special- 
ized, with technical schools, experimental schools, and the like. 
Relatively more and better streets are re(|uired, traffic control be- 
comes impcTati\’e, repair is likely to be more fretjiient. 

The cfuiditions of urban life impose additional requirements upon 
go\ernm(Mit. Where peo]de are crowded together, new functions 
must l>e nndc'rtaken. Conside^rations of public health and welfare 
forer‘ themselves upon load government. Inspection of food and 
the conditions of its distribution, investigation and programs for 
the ijromotion ot public health, construction and maintenance of 
hospitals, clinical services to tlu‘ nndtTprivileged, playgrounds and 
organized recreation, and adult education arc examples of public 
response to the needs of urban living. 

It is possible to show by statistics the effect of urbanization upon 
per capita local expenditures, as will be seen in Table 5 below. 


TABLE 5 Per Capita Average Expenditures of U. S. Cities of 
Various Sizes, 1912^'^ 


POPULATION CROUP 

NUMHEJl OV CITIES 

INCLUUED 

AVERAGE PER CA 

GENERAL EXPENUT 

Ov or 

J ,00(),0()() 

5 

$72.69 

50(),()0()- 

J, ()()(), QUO 

9 

62.84 

250,000- 

5()(),()()0 

23 

43.17 

100,000- 

250,000 

55 

41.23 

50,000- 

100,000 

105 

35.91 

25,000- 

50,000 

200 

34.19 

10,000- 

25,000 

602 

24.16 

5,000- 

10,000 

918 

18.14 

2,500- 

5,000 

1,407 

16.57 

Under 2,500 

12,896 

11.22 


A word of caution is in order lest the cynical temptation be indulged 
to ascribe to “graft,’' “corruption,” and “inefficiency” the increase in 

Source: Bureau of Census, Govcrnmcnial Finances in the United States, 1942, 
U. S. SuiTimiiry, p. S. 
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per capita expenditures as local governments progress in size. The 
real explanation doubtless runs in terms of more elaborate per- 
formance of “primary” 1 unctions and the necessity for provision of 
a wider range of services. There are many services which the larger 
municipality can perform for the citizen, and in the absence of per- 
formance by governnient the citizen would be required to perform 
them himself, probably less satisfactorily and at greater cost. With- 
out doubt public water supply, sewage systems, public libraries, 
public health services, and the like, not only accomplish their ob- 
jectives belter, but at less social cost than would alternative in- 
dividual attempts at self-sufficiency. There is undoubtedly greater 
opportunity for corruption and inefficiency as government becomes 
less personal and involves the handling of larger amounts of funds. 
On the other hand, these very characteristics ol larger local govern- 
ments make feasible the employment ol experts in governm(mt. They 
also justify and recommend the institution of standards and pro- 
grams for the selection of civil servants. Those scandals involving 
corruption in municipal government which make the news have 
generally occurred in the larger municipalities. The total funds in- 
volved, however, though in some cas(‘s large, are generally small 
in relation to total expenditures. In the matter of efficiency, it would 
be difficult to demonstrate that waste is proportionately lc*ss in small 
than in large municipalities. 

EXTENSIVE EXPANSION OF GOVERNMENTAL lUNCTIONS 

The rising standard of living in the public economy has 
more than kept pace with the incredse in national income, as in- 
dicated in column 4 of Tabic 2. Governments at all levels tend to 
do more and more for their citizens. Since the citizens have re- 
quested— or at least acquiesced in— performance of these added 
functions and generally higher .standards of performance, we may 
judge that the scale ol wants for public goods and services has in- 
creased more rapidly than the scale of wants for privately-produced 
goods and services. To take a simple case, those who pay gasoline 
taxes are in effect choosing highways in preference to other goods 
which they might buy in the market place with the same money. 
The choice is, of course, not entirely a clear and precise choice 
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between highways and chewing gum. But neither are the alterna- 
tives in the choices which consumers constantly make in the alloca- 
tion of their incomes among various goods clearly presented to 
them. Buyers' choices constantly involve selection among alternatives 
which are complex. The payer of a gasoline tax buys highways along 
with his gasoline, the buyer of a house buys fire protection through 
liis property taxes, the buyer of theft insurance may be forced by 
standardized policies to buy incidental coverage which he does not 
particularly desire, or the buyei of a ticket to a good movie pays 
also for a “co-feature.” Purchases are commonly “tied in” with one 
another, partly because of the eompleinentary nature of goods. Thus, 
even though choices may not be simple, the majority of the public 
have accepted the growing scale of governmental activities, and in 
so doing they have exercised essentially the same talents for judg- 
ment which they regularly exercise jii the market 

Deprcss'ion-born Fvnctions The decade of the nine- 
teen-thirties was the period of very considerable additions to the list 
of accepted functions of government. The severe and prolonged 
economic depression was the catalytic agent in this marked expan- 
sion, both by demonstrating the need for government intervention 
and by bringing liberal governments into power at federal, state, 
and local levels. New responsibilities were accepted in these three 
principal areas: 

Encouragements to industry, agriculture, and labor 

Extensions of controls (ner the economy 

Promotion of public welfare 

Although admittedly not entirely distinct from one another, these 
categories will serve to classify particular items of legislation and 
policy. There is a large element of public welfare in the control of 
industry, as there is a large element of public welfare in assistance 
to large segments of the eco/iomy. Within these categories of func- 
tions particular activities come and go, partly because particular 
measures are designed to meet particular and temporary conditions^ 
and partly because acceptance of responsibilities by government in 
acw fields irr>plies an element of trial and error. 

Very general encouragements to particular segments of the 
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economy had been begun prior to the decade of the thirties by 
establishment of the Departments of Commerce, Agriculture, and 
Labor. Informational services of a statistical or technical nature had 
long been performed. Aside from such general services, the develop- 
mental function had been large^ly confined to the questionable 
policies of tarill protection and, in the case of agriculture, export 
subsidies and grants of land and money to agricultural colleges. 

Examples of the encouragement measures adopted during the 
thirties abound in each of the fields f)f industry, agriculture, and 
labor. The National Industrial llecovery Act granted to industry 
authority to engage in essentially monopolistic practices to ‘\sa\(' 
the market,” in return for industry promises to increase wag(\s and 
employment. The easing of credit by the banking system was hnp(‘d 
to be ('ffective in easing panic conditions in the capital markets. 
RFC loans to banks, insurance companies, railroads, and other in- 
dustrial conetTus were designed to loosen the deflationary grip on 
business. The public works programs significantly aided the con- 
struction industri(‘s, as did the various housing programs. The various 
agricultural acts to ease the farm credit situation, to improve prices 
by organized crop rcHluction, and to reduce soil erosion were 
designed to mitigate or cure short- or long-run difficulties. In the 
field of labor, the National Labor Relations Act had as its purpose 
the promotion and strengthening of eolh'ctive bargaining. Gtn ern- 
ineait einplovnuMit services, unenqilovincnit compensation, and old- 
age anti survivor annuitit\s were instituted for the particular benefit 
of labor, with indirect btmefit to industry. 

The regulatory or control functions of government prior to the 
depression in the early thirties were largely Tion-econnmie. The police 
and justice functions centered around the protection of broad and 
basic social rights. In the economic .sphere govcTinnent regulation 
embraced the fields of railroad and public utility rates and prac- 
tices, pure food and drug administration, food iu.spection, and 
relatively ineffectual attempts to prevent and destroy monopolies. 
During the depression the regulatory function expanded greatly. 
In fact the expansion entered so many fields and proceeded so 
rapidly that questions were raised in the minds of many whether 
government depression policy aimed at recovery or reform. The 
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power of employers in their dealings with labor greatly curbed, 
new issues of cor])oratc securities became strictly regulated, steps 
were taken to remove the commercial banks to a respectable dis- 
tance from the security markets, interstate motor vehicle trans- 
portation rates were brought under Interstate Commerce Com- 
mission control, regulation of common carriers by water engaged in 
foreign commerce was established, the Federal Communications 
(Jommissiou was given authority to regulate interstate and foreign 
commerce in communications by wire and radio, and federal regula- 
tion was instituted over electric utilities engaged in interstate com- 
merce,^ * 

111 general the extension of the regulatory function proceeded 
from a broad definition of exploitation. Wherever economic power 
was utilized contrary to the public interest or detrimental to the 
welfare of classes or groups, government was constrained to enter 
the field to establish rules of conduct. The n'cord is not entirely con- 
sist(Mit, but during the period of economic upheaval governmemt 
developed a vigorous economic conscience. 

Regulatory functions are relativelv inexpensive functions. They 
may invr^lve large expansion of adniinistratix e pcTsomiel, but do not 
involve large outlays on materials or grants of money. It may be 
noted in passing that a not inconsiderable portion of the cost of 
regulation is borne by the concern bc'ing regulated.^'* The pro- 
motional or develojimeiital functions normally^ recpiire greater out- 
lays in the form of loans, benefit payments, and purchases. In the 
third field of recent expansion— promotion of public welfare— money 
grants or public works are almost inevitable, and these functions are 
thtTcfore nt)rmally highly expensive in terms of the number of per- 
sons directlv assisted. 

Prii e control, rationing, priorities, and allocation repri’Scnl tlip most tlinrough- 
going cr't)ii(nnic controls of all. They must not fit* ignonal, altlif)iigh they arc 
“war-horn” and not “ilcprpssioii-])orii” contix)ls suc h as arp being discussed in 
this section. 

These costs to the concern full into two categories: (1) the administrative 
costs of h'gal services, accounting and reporting, and general compliance, and 
(2) the additional costs which may result from accomplishment of the 
regulatory i'[)jcctive, such as reduction of profits resulting from public utility 
rate regulation. 
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The field of public welfare embraces provision for groups or 
classes who are considered underprivileged in some respect. This 
condition may be due to a normally low income level, to inadequate 
education or training, to temporary unemployment, or to termination 
of earning power due to age, physical injury or handicap, or in- 
adequate prior provision for economic indeptaidence. Prior to 1933 
the welfare function had been performed almost entirely by state 
and local governments. Their activities had traditionally included 
provision of recr(‘ational facilities, workmeiVs compensation plans, 
and relief for a few indigent aged persons in “old folks' homes." 
When unemployment became critical in 1931, state and local govern- 
ments made unprecedentedly large payments for direct relief of the 
unemployed. But the marked increase in relief expenditures during 
the early thirties, coupled with a severe decline in state and loeal 
revenues, so seriously threatened the financial stability of local 
governments in particular that a large portion of these expenditures 
was taken over bv the fedc'ral government. However, federal welfare 
activities went far beyond the provision of temporary relief, and 
many long-range social security projects were instituted. Some of the 
permanent welfare programs, such as old-age annuities and unem- 
ployment compensation, are supported bv “premium" pavments 
during the emplo)^ed period. Others, in the nature of assistance 
grants, place the beneficiaries in the position of being in effect wards 
of the state, and their benefits arc paid out of funds raised by general 
taxation. 

The principal social welfare programs which arose during the 
thirties fall into two general classes; (1) those teinporaiy relief 
projects designed to meet the miniinuin requirements of unem- 
ployed and needv persons until jobs became available in the private 
economy, and (2) those long-range programs of the Social Security 
Act of 1935, in which government-administered insurance plans or 
outright assistance grants to special groups w(Te (\stablished. 

Rrlirf Vrofirams Payments under those welfare pro- 
grams which were designed to provide relief to needy persons and 
families, some'times as outright grants and sometimes as wages from 
public employment, are listed in Table 6 below for the years 1933- 
1939. 
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TABLE 6 Relief Payments and Earnings of Persons Employed 
Under Federal Work Programs (Excluding Social 


Security) 1933-1939 
(in thousatids) 

TOTAL 

TYPE OF PROGRAM PAYMENTS 

General Relief (1933-39) $6 382,259 

Fanil Security AcliJiiiiistnition (Subsistence) (1935-39) 100,437 

Civilian Conservation Corps (19.33-39) 1,733,528 

National Youth Adiniiiistratiou (If)35-39) 2.53,834 

Woiks Projpcis Achniiii strati on (193.5-39) 6,332,222 

Otlier Federal Woik 6: Consliuetion Projects (1933-39) 3.021,219 


The figures represent payments by all governments participating; 
they include state and local as well as federal expenditures. All figures 
exclude payments for administration, materials, and etpiipmcnt. 

The item General Relief in Table 6 represents contributions by 
government to the needy under various programs at various govern- 
mental levels. These payments were in general made to individuals 
according to need, and thus were direct relief payments as dis- 
tinguished from work relief payments. The same is true of sub- 
sistence payments certified l)y the Farm Securitv Adiiiinistration. 
All other items in the table are in the nature of work relief projects, 
in which payment to n^eipients was based upon wage rates and 
hours of work roughlv adjusted to m^ed. The last item, Other Federal 
Work and Constriietioii Projeets, is largidy lht‘ aetivilii's of tlie Public 
Works Administration, whieli undertook projc'ets of public construc- 
tion distinguishable frojn the work relif'f projects ol WPA. 

Under lht‘ various titles of the Social Seenrity Act oi 1935, the 
following long-range welfare programs w(Te instituted: 

01d-ag(' and sur\ivors’ ammities 
Uijem])lovment compensation 
Old-age assistanc‘f' 

Aid to d(‘pt nd(‘nt ehildren 
Aid to the blind 

Source: SoluiI Securily Board, Trcnils in Pii])Uc Assistance, 1933-1939, 
WasliiiifTton, 1910, p. .3. 
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The first two of these are supported by special taxes. The old-age 
and survivors’ annuity program is administered by the federal gov- 
ernment and benefits are paid from reserves built up by taxes 
collected from employers and employees. Unemployment comjiensa- 
tion is administered by the states, and benefits are paid frtnn reserves 
created by taxes on employers. The last three are jniblic assistanee 
programs, which are administered by the states with fniuls furnished 
by the states and the federal government. Tn the case of old-age 
assistance the federal government contributes the administrative 
costs of the program and fifty per cent of the benefit payments up 
to $40 per month per recipient. The federal government assumes 
half of the administrative costs and benefit payments for aid to 
dependent children and for aid to the l)lind. Maximum lederal con- 
tributions to monthly benefit pavments in the case of the former are 
$9 for the first child and $6 for each additional child; in the case 
of th(' latter, $20 per month. 

Table 7 below indicates the amounts of benefits ]:>aid out under 
the five social seciiritv programs listed abov(\ ft should be noted 
that old-age and siirvix or insurance and unemjdovmcnt coinp(*nsa- 
tion did not begin on a nation-wide basis until the fiscal vear 1936- 
37. Although benefits to the indigent aged, dependent children, and 
the blind had been paid by some state and local governnnmts prior 
to passage* of the Social Security Act, this Act greatlv incr('asi*d those 
payments and made application of the programs nation-wide. 

TABLE 7 Benefit Payments under FedeTal, State, and J^oeal Pro- 
grams lor Old Age Insurance; Uneniplovmi*nt (Com- 
pensation; Assistance to the Aged, Depend('nt Children, 
and the Blind; 1936-1945 

BENEFITS PAID 


TYPE OF BENEFIT ($ iJlOtimiuls) 

Old-age and Sin^ivor Insurance 928, OOO 

Unemployment Compensation 2,641,000 

Old-age Assistance* 4,973,101 

Aid to Dependent Children 1,202,951 

Aid to the Blind 215,159 


Source: Federal Security Ar^enc-y, Social Scnirifij Yenrhook, 1945, pp. 21, 33. 
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Tlie relatively small expenditure for benefits under the old-age 
and survivor insurance plan does not measure the loiig-run signifi- 
cance of this function. It is organized on an actuarial basis,' ^ benefits 
being roughly gauged to contributions by and for the employee 
during his period of employment. Bi'in^fits umh'r this program will 
thus show vast increase in future years as beaiefits per ri^tired worker 
or his survivor become greater and as the numl)er of living bene- 
ficiaries becomes largcT. Unemployment eompt'nsation ptiyments 
will, of course, vary with employimaiL conditions. Old-age assistance 
has been regarded from the beginning as a stop-ga]) provision. With 
the passagi‘ of tinu', as the old-age and survivors’ insurance program 
pr(wid(‘S more adcapiate covciage, workers reaching retirement age 
will be able to recei\e regular payments Irom that fund, and old- 
age assistance should then be apjdieahle only lo those who do not 
qnalily under the insurance schemi*. Aid to the blind and to 
dependent children should remain reasonablv constant o\ (t a period 
of time unless benefits arc increased, except as other provisions of 
the Social Sc'curitv Ac t make for l('^ver depemdemt children. 

The depression relied and social .security activities of govern- 
ment, which arc the most striking dcN'cdopmcnts in the field of 
public welfare during the last decade, do not tell the vdiole story 

Tlic iictiiariiit aspoils cif l1u‘ rild-a^e insnraiu'e plan am Ixnng cpialifiecl in a 
major way by Coii^rt‘Ss’ rclusal to laiso ta\ laLos on i tiiploycrs .iiul I'lnployoos 
acL’ciicliiiL!; to tlio sl IiocImIo as originally plaiinial. Ui*sfr\ i s lIio lliiis boin^ built 
np more slowly than autuarially anticipatml; tlu* ox oiilnal I'ousi'ijiu'iior mnsL 
bo: (1) lower annuity payments in tlu* futnri*, wlnili is unliki'ly, (2) hitcher 
old-ai^i* insurance ta\L's in llu* tutiin* than ibo oni^in.il scliL'dulr called for, 
or (d) eontributioiis from llii* ^eiier.il fund ot goNermneiit al that future time 
when benefit payments e\ef‘ed meome from eiirient oUl-a^e la\es anil in- 
tcTL'st on the aceiimiilaled reserve. The last is inuloubtedly the most probable 
of tile allc'rnalives; il imheates partial abaiidonmi’ut ol the reserve plan in 
favor of consideviiix beiielit payments as a renirrini^ charge upon the general 
fund of till' dreasiiry to be p.iid out of general ta: revenues, only one of 
whieh is the old-age ta\. 

*■'* During the early vears of such a plan, current contributions to the reserve 
fund will be far greater than current benefit pavauents. At some point, with 
increasing av erage age of the penidation, the two will be ecpial, after which 
benefits should exei'ed current eonlributions. Altboiigli the old-age and 
.snrvavors’ insurance fund bad paid out only approximately $100 million by 
July, 1041, the reserve fund at that time had aeciuiudated to approximately 
$2,400 millions. Social Seeiirity Board, SixiJi Annual Rcjtorf, 1011, p. 167. 
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of welfare activities of governments. It is estimated that in 1929 
approximately 10 per cent of total state government expenditures 
and approximately 4/2 per cent of total local government expenditures 
were for charities, hospitals, and corrections. Various titles of the 
Social Security Act can be expected to reduce the amount of 
direct charities provided by these governments, and great financial 
assistance under the federal work relief programs has resulted in 
absorption by the federal government of a large part of the costs of 
outlay for new hospitals and correctional facilities. 

We have noted that except for war expenditures, which far 
surpass any other item in expensiveness, the three categories in 
which government payments have shown most marked dollar in- 
crease^ since World War 1 are highways, education, and social 
welfare. The growth of these three functions is indicated in Table 8. 

TABLE 8 Growth of Highway, Education, Social Welfare Ex- 
penditures, All Governments 
(in millions) 


CATEGORY 

1913 

1929 

1937 

Highways 

426 

1,936 

1,818 

Education 

565 

2,490 

2,372 

Social Welfare 

342 

1,360 

5,098 


ATTITUDES TOWARD INCREASING I’ URL I C EXPEND JTOHES 

The facts of the increase in public exp eauli hires are 
startling, and to many they are genuinely disturbing. Piobably the 
most common bases for anxiety are the following: 

1. A general feeling that public expenditures are by nature waste- 
ful of the product of society. 

2. A concern by the minority party lest the party in power per- 
petuate itself by the distribution of treasury largess. 

3. A concern lest the expansion of government result in encroach- 
ments upon personal liberty and the field of private enterprise. 

In reference to the first, the anxiety stems from (a) acceptance 

Reprinted from page 121 of Fiscal Policy and Business Cycles, by Alvin H. 
Hanson, by permission of W. W. Norton and Company, Inc. Copyright, 1941, 
by the publishers. 
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as a fact that government is by nature administratively wasteful and 
inefficient, and (b) belief that no matter how efficiently ad- 
ministered, government functions are by nature nou-incoine-produc- 
ing and thus a “burdeu” upon society. 

Little need be said about waste and inefficiency. Without doubt 
the system of checks and balances which permeates government 
results in layers of authority which imply ‘red tape.” This is true 
in any large organization— social, religious, business, or govern- 
mental. The ability to act quickly without rehTcnce to other au- 
thority is an attriliute of dictatorial organization, and “red tape” 
is an inevitable characteristic of democratic control."^ 

The notion that government is a “dead weight” upon the economy 
arises out of the traditional view that governmc'iit is not “produc- 
tive.” Its functions arc generally in tlie nature ol jierfonnance of 
services which produce utilities for society but no direct money 
income to govtTiinieiit. Because government expenditures do not 
directly produce their own income they an' commonly thought to 
represent only a drain upon the income of the economy. Govern- 
ment expenditures for highways undoubtedly produce at least their 
equivah'nt in income to the community in the improvement of trans- 
portation and the expansion of the automotive industries. The in- 
come produced by public education is even less direct, though doubt- 
less real. The generation of national income by virtually all govern- 
ment expenditure is discussed in the following chapter. 

The political aspects of the increase in public I'xpcnditures are 
of course subject to the interpretation which the individual chooses 
to place upon them. The political “outs” commonly insist that ex- 
penditures are made with the primary purjMise of buying votes. 
Patronage is without qm'stion regularly practiced in govi'rninent at 
all levels. Bewardiiig tlu' politically faithlul has its advantages in 

Tlu' term “Imrc aiuT.uy” udjTCL'tly ri'ltTS to llic .systeFii of lulmiiiislnitioii ac- 
cording to rules, iLiid “lecl t^ipe in gii'.itei or Jess ».legiec is one ul its eliuriic- 
tpi-isties. Popularly, liovveNor, “hireaneracy” has eoiiie <o imply in everyday 
usag(‘ iiieilicieiiey^ gudt, iincl t'u promotion of exeessi\(‘ly l.irgi' organisation, 
either to make jobs or to exalt the position of the ehiel of tin* hnreaii. An 
important analysis ul tliis siibjeeL is, Biucoiicnu'if and 1 nis{( csliip in Larf^e 
CUn'poraiionSy Temporary National KeonomiL Coinimttee, Monograph 11, 
Washington, 1940. 
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promoting party coherence, but at the same time places men of 
similar points of view in the various levels of the governmental 
hierarchy and thus promotes a minimum of wrangling in the ad- 
ministrative process. The open-handed spending policies of the 
“New DeaV’ were subject to heated criticism on the grounds that the 
primary objective of spending was to assure election. On the other 
hand, a balanced view will recognize that an administration main- 
tains itself in power by pursuit of policies which the public approves. 
If the desired policy involves heavy spending, the reasonable view 
would emphasize the vote-getting power of public acceptance of the 
policy rather than the use of the public treasury as a political slush 
fund which overcomes opposition to policy with pecuniary pay- 
ment. 

Extension of the field of government has restricted the freedom 
of action of individuals. Regulatory functions by their very nature 
are destructive of some individual freedoms. Most such regulation, 
however, has been intended to restrict the Ireedoin to exploit, 
creating greater freedom of action or of choice to those formerly 
exploited. Limitation of the freedom of employers in dealing with 
their employees has greatly increased the freedom of action of 
organized employees. The scales may have been tipped too far in 
the opposite direction, but this does not necessarily condemn the 
exercise of control. Use of the taxing power itself limits individual 
choice as to the use of income, the purchase of certain goods, the 
establishment of residence, or the type of investment to be made. 
So long as general welfare— of which individual freedom is an im- 
portant ingredient— is promoted, government is performing its 
clearly stated duty. 

Expansion of government has often been characterized as a 
movement in the direction of socialism. Whether or not this is 
technically true depends upon one’s definition of the term. Govern- 
ment obviously tends to “socialize” in the sense of subordinating in- 
dividual to group welfare. An element of socialization of income 
inevitably occurs when progressive taxes pay for social welfare 
services, since the high-income groups contribute heavily to financ- 
ing services whose major direct benefit accures to low-income 
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groups. A considerable socialization of profits from the 'profit 
system” has occurred through personal and corporate income taxes 
and death taxes. Encroachment upon the traditional business field 
of capitalism has, however, been relativelv slight in terms of social 
ownership of the means of production. The extensive public works 
program of th(' thirties accomplished a great deal of construction, 
bill: almost exclusively in fields non-competitive with private' enter- 
prise. TVA and some of the eiiK'rgcncy lending agencies which w(‘re 
cn'ated during dt'pression and war possess aspects of obvious com- 
petition with private industry. However, in view of the tremendous 
expansion of govcTument in that period the non-competitivc extent 
of public projects is remarkal)le. 

“Socialism” refers primarily to social ownership of the means of 
production, as contrasted with private owiuTship. GoviTiiment has 
thus progressed lar toward conlrollecl capitalism, but only in a very 
minor degree towaid “socialism.” In lact, go\'ernmciit policies 
suggest quite clearly the objt'ctive i)f strengthening capitalism. Re- 
duction in inequality of income's has long been indicated as a re- 
form to strengthen capitalism. The i'('lief and wc'lfari* functions of 
government are inevitable, both to rt'pair the' ravages (jf the business 
cycle and to promote a higher standard of social living. Public 
works projects and h'liding functions during the deiiression were 
instituted to cushion the eflects of the worst feature' of free capital- 
ism- its recurrent tendenev to break down. “Pump-priming” has as 
its goal th(' prevc'iition of serious breakdown. Anti-monopoly regula- 
tion hope's to prote'ct the private e'cemomy freim disintegrating forces 
within itsc'lf. On the whole, thcTcfore', with the ewpansion of govern- 
ment activities the obje'ctivc of strt'Ugthening capitalism has boon 
far more ev ident than the intent to socialize the economy. 

C^losely related to the fear that expansion of government will 
interfere with personal freedom is the drc'ad of an increasing public 
debt. This fear expresses itself in terms of ( 1 ) the shock to orthodox 
attitudes created by policies which involve pe'riodic and severe 
increases in debt, and (2) the recognition that debt creates both a 
current carrying charge in the form of interest and the probable 
future retirement of the principal, which promise additional taxes 
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beginning now and continuing into the future. The problems of 
debt constitute a large study in themselves, and are therefore post- 
poned for consideration in a later chapter. 

Prejudice, dogma, and unbalance appear on both sides of the 
argument concerning the increase of j^ublic expenditure. Democracy 
is called upon to justify its existence in terms of efficiency and 
sensible policy. Bigness has many inherent propensities toward 
inefficiency, cunibersoineness, and favoritism, which it is the func- 
tion of idealism, reason, and organization to combat. Onr discussion 
of budget control in Chapter 2 conslantly emphasized the need for 
machinery through which conscious direction of fiscal policy toward 
desired ends is encouraged in the greatest possible degree. 

CONIHOL OF PUBLIC EXPI.NDI ITTRLS 

In the last analysis, real control of exj^enditures can be 
accomplished only bv effective budgeting. For “contror does not 
necessarily mean “reduction.’’ It means that expenditure's are justified 
in terms of the whole w('Hare of society and in terms ol the financial 
means at the disposal of government. “Control” implies that ex- 
penditures arc “economic,” by which wc mean thdt resources not 
unlimited in quantity are devoted to their most ])roductivc uses, 
public and private. Economy in government thus means that 
budgetary decisions direct limited resources into government use 
only to the extcait that such use is more productive ol satisfactions or 
national income when administered by government than by the 
private economy. It means further that resources to be used by 
government be allocated among various public functions in such a 
way as to provide' the grc'atest return measured against objectives. 

The philosophy of control practiced by the federal government 
is essentially that of placing ultimate reliance upon the' budget; 
that is, upon the common sense of the current incumbents of the 
legislative and executive' de])artments. The President and the Con- 
gress are not seriously bound by constitutional or statutory strait 
jackets within which financial operations take place. But at the 
state and local h'vels governments are frequently re'strictf'd by 
formal controls. These are imposed upon local governments by the 
states, while at the state level they are either imposed by constitu- 
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tions or by the self-discipline of statute law. Several formal controls 
of expenditure have been recommended, and some have been 
practiced. These formal controls have generally been instituted as 
substitutes for, and in the absence of, adequate budget procedure. 
Those most widely used are tax rate limits, debt limits, and “pay-as- 
you-go” requirements. 

Tax Rate Liuiitation This is a scheme for limiting 
expenditures by limiting revenues by limiting tax rates. It has been 
applied widely by the states to their county and municipal govern- 
ments, and from time to time state governments have had tax rate 
limitation imposed upon them by their constitutions. Tax ratt* limits 
have applied almost exclusively to the property tax. This is not 
surprising in view of the fact that the property tax has consistently 
been the principal revenue measure of estate and local governments.^^ 
The most widely used form of tax rate limitation is lhat which 
establishes a sj^ecific maximum rate ol piopcTty taxation, such as 
2 per cent of property valuation.-'^ Ranking second in frequency 
of use appears to be the method of limiting property tax revenues 
in any year to a given per cent ol the pre\ ions yeiira pro])i‘rty tax 
collections. This is not strictly tax rate limitation, lor assessed valu- 
ations may change. Rut limitation ol property tax revenue's to, say, 
105 per cent of those of the prex ious year is not uneommon, and such 
a procedure is likely to be in fact a limitation upon property tax 
rates.- ‘ Whatever system of limitation is employed, provision is com- 
monly made for exceeding the limit in real tanergeneii'S. The con- 
stitutions or statute laws imposing limits generally provide that these 

Many states liLWe imposed rate limits of one sort oi another on poll taxes, dog 
taxes, and various lieenses. "Fliev aie exi linled fiom this di.seussion because 
restrictions upon such niinoi re\emie instimmails are ob\ iously nut designed 
to control general expenditures. 

This lvpt‘ of over-all tax rate limitation, applying to state as well as local 
governmenls, was employed in nine slates in 1943. Cf, tb M. Morris, Tax 
lAinUation Lr/ti.s, ("liieago, Ameriean Mimieipal Assoeialioii, 1913, tor a good 
genei'Ld presentation of the ease agtiiiisl tax limitation. 

It will be recognised that wlieii, as in the ease of a few states, an upper limit 
to over-all cxpnuliUircs of a local gineinment is establislied, u tic facto 
property tax rate limit is estalilisbed. For the imporlanee of property taxes 
ill the local government revenue picture, the IolmI tradition of budget balance, 
and die slowness with whicli assessments ari^ revised, combine to make the 
properly lax rate the principal dependent variable with total expenditure. 
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municipal governments. There are, however, elements of elasticity 
in this system of expenditure control. When debt limits are related 
to assessed valuation of property the debt limit can be increased in 
absolute amount by assessing property at higher figures. Exclusion 
of certain types of debt Irom such control provides an element of 
desirable elasticity. Considered by itself, a debt limit cannot control 
tliose ex2:)enditures met by increased taxation. 

As in the case of tax rate limitation, debt limitation falls far short 
of serving as an adequate substitute for budget control. It operates 
only on total expenditure, without regard for the relative importance 
of different functions financed within the debt limit, and it may well 
check necessary emergency functions. 

The federal debt limit is fixed l^y Congress and can be changed 
at any time by Congress. Its real service therefore is as a rcaninder to 
the executive and the Canigress ol the course' which the debt is fol- 
lowing. The action of increasing the debt limit may have a sobering 
influence upon fiscal authorities as they plan expenditure programs; 
as an instrument ol formal expenditure control it is largc'Iy in- 
effective. The sauK' can be said of those states in which the debt 
limit is fixed l)y statute law. Where a debt limit is imposed upon the 
state by the constitution— and th(Tefore dilliciilt ol r(‘\ision— it acts 
as an undesirable strait jacket upon the budgeting authority. For 
good budgeting implies the ability to contract debt at whatt'ver time 
and in whatt'vc'r amount the executive and the h'gislatiire deem 
wise; an unchanging ceiling which can hardly forc'see ('inergencies 
is thus an improper restriction upon fiscal planning under the budget. 

P(nj-A,s-You-Go lliis policy means simply the prohibi- 
tion of borrowing. It forces upon the fiscal authority the rt'quirement 
of limiting current expenditures to current ri'ceipts. Even though as 
a long-run policy, particularly for local governments, pay-as-you-go 
may be wise, it is not wise to impose the policy by general legisla- 
tion. If a pay-as-you-go policy is wise in a given period, that policy 
should be determined upon by fiscal authorities and reflected in the 
budget. To impose such a policy by legislation is to abandon good 
budgetary practice in emergencies. 

There are times when governments, like individuals and busi- 
nesses, should go into debt. Borrowing is an essential part of financial 
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management. An individual without funds who held to a pay-as- 
you-go policy in the face of a need for emergency surgery could get 
only cold comfort from the “wisdom*' or orthodoxy of his policy. 
Historically a large proportion of business expansion has been 
financed by borrowing. It is good business prol)ably far more often 
than bad. For the same reasons, governments cannot afford to cripple 
their schools in order to meet relief obligations. And from the point 
of view of individual projects, pay-as-yon-go is often expensive. One 
state government, when it decided to build a new state house, 
planned to do the job by the “sound” financial method of paying for 
the construction out of current revenues. It is reported that because 
of inadequate year-to-year budget surpluses the construction dragged 
on for a period more than twice ns long as would have been possible 
under a bond issiicj. The final total cost was over twice the planned 
cost— the cost which would have been paid if construction had been 
financed by borrowing. The loss of several years* occupancy of the 
building and the money expense of several million dollars more than 
was necessary represent a high price to pay for fiscal “virtue.” 

Fortunately, though pay-as-you-go still remains the ideal of fiscal 
policy at least for most state and local governments, there are very 
few modern attempts to enforce it by law. The constitution of North 
Carolina prohibits the state and the local governments firun increas- 
ing their debts in any one year by an amount greater than two-thirds 
of the amount by which the debt was reduced during the previous 
year.-’ Therefore, unless the state ran a surplus in any year it could 
not borrow at all the following year. The course of the debt can 
therefore never be upward. It must either remain constant or de- 
crease. This is pay-as-you-go with a vengeance, crystallizing the 
policy in constitutional enactmtmt. A few states impose pay-as-you-go 
on the general fund by prohibiting debts for ordinary purposes. The 
probable effect of this policy is either to declare unusual expenditures 
“extraordinary” or to starve ordinary functions of go\'ernment to sup- 
port unusual expenditures elsewhere. And it will be noted that any 

Art. V, S(*c. 4. The twtv'ptions iire: “To fiiiicl or refund a valid exisLinj^ di'bt; 
to borrow in aiilicipatiou ol tlu' oolloftion of taxes due and payal)li‘ vvilliin 
the fiscal year to an amount not exceeding filly per centum of such taxes; to 
supply a casual dclicit; to suppress riots or iiisiirrectiuns, or to repel invasions.” 
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time a government reaches an unchanging debt limit it must there- 
after follow a pay-as-you-go policy, except in those lines in which 
borrowing is exempt from debt limitation. 

The general conclusion with respect to ^‘formal” controls of ex- 
penditure is that such controls may be more or less useful where 
potentially good budgeting is impracticable, but where good budget- 
ing is possible they not only add very little but may work real harm. 

GRANTS -IN- AID 

Grants-in-aid arc contributions from governments at 
one level to governments at a different level. They are made from 
funds to which the grantor has title, and therefore do not include 
distribution of revenues collected by one government for another.-** 
Fedeial grants to states and local governments are always made for 
specified purposes, though state governments make some unspecified 
grants to localities. 

One or both of two major causes generally account for the exist- 
ence of grants.-^ (1) The rc'sourees of govermnents at a lower level 
are inadecpiate to provide* desired servic(‘S at uniformly high stand- 
ards, and thus require financial assistance from governments with 
greater resources. (2) Certain functions are regarded by government 
at a higlier Jc'vel to he necessary, hut that governm(*nt either cannot 
for constitutional reasons or should not lor administrative reasons 
perform the lunetion itself. Thus a nation-wide depression relief pro- 
gram should be uniform throughout the nation, but probably should 
be administered locally. 

Grants by states to local governments bulk larger in the whole 
transfer picture and arc of longer standing than federal grants. This 

Taxes celleelecl by stale crniiiiaits and shared by local [governments have 
become coiniiion in iccciit years. Tlu*se are not, liow^ex er, grants-in-aid since 
amounts distributed to local go\crnment.s cannot be considered at any time 
to have been state funds. 

This excludes minor “uphiH” transfers from government at a lower level to 
government at a higher level. Local go\ (‘riimtaits transfer funds to states 
as payment on loans extended to tliem by tl>e stale, payments to state pension 
funds for local emplrjyees, transfers to states of relief funds later disbursed in 
state-local relief, and local advances to states for construction of state-local 
highways. States have made pviyments to the federal government on former 
public works loans. None of these is in the nature of a grant. See U. S. Bureau 
of Census, ^^nanriiig Federal, State, ir Local Governments: 1941, 1942, 
pp. 55-6. 
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follows naturally from the fact that local governments are created by 
and are agencies of the states. The purposes for which state aid was 
granted to local governments in 1941 were as follows: 


Schools 

Public Assistance * 
Highways 
Ollier Specified 
Unspecified 
Toial 


$735.4 million 
407.0 
341.7 
22.6 
19J.1 

$1,697.8 million 


* liiclutlf'S i)lcl-iige assistance, aid to dependent children, aid to the blind. 


The public assistance grants arc of recent origin, growing out of the 
Social S(‘eurity Act ol 1935. In reality such grants are part of a chain 
of grants bt'gun by fedcTal financial assistance to the states for these 
purposes. The other types of grants in the list, although they haye 
steadily increased in size, are of longer standing. Of particular note 
are the state contributions to local education. The rationale of such 
grants is to be found in the need for state-wide standards of public 
education, which standards could not or would not be met by local 
governments operating independently. Poveatv or niggardliness of 
local governments could thus create* areas in which a primary func- 
tion of the state is inadeejuately ptTformed. 

Federal grants in 1941 were as indicated in Table 9 below. 

TABLE 9 Federal Grants to State and Local Governments, 1941 
{iniLlions of dollars) 


punrosK 

TO 

ST \ TLS 

TO LOCAL 

c;ov'ts 

TOTAL 

Public Assistance 

331.2 


331.2 

Highways 

168.3 


168.3 

Education 

88.0 


88.0 

Employment Security Administration 

65.7 


65.7 

PWA Grants 

34.2 

81.1 

115.3 

Agriculture 

24.8 


24.8 

Health 

24.6 

. . . 

24.6 

Other 

3.2 


3.2 

Totals 

739.9 

Ml 

821.0 


From U. S. Bureau of Census, Federal And Slate Aid, 1941, 1942, p. 25. 

U. S. Bnrciui of Census, Federal And Stale Aid, 194 J, ji. 14. l^xeludc.'; District 
of Columhia. Totals are not neec.ssarily exact sums because of rounding. 
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Public Assistance grants originating in the Social Security Act were 
made for old-age assistance, aid to dependent children, and aid to 
the blind. Highway grants were primarily allocations first provided 
for in the Act of 1917, to assist the states in the construction of 
national highway systems and to improve rural roads. The educa- 
tional grants were largely for defense training, but included also 
vocational education, agricultural and mechanical arts colleges, and 
state marine schools. The federal government did not contribute to 
the cost of regular primary and sc'condary education in early 1947, 
though there was evidence that such assistance' might soon be forth- 
coming. Employment security grants were made to pay the admin- 
istrative costs of state unemployment compensation and of public 
cmplovment offices. The agriculture grants were made for assistance 
to agricultural experiment stations and agricultural extension work. 
Public health grants were made for the following purposes: public 
health work, venereal disease control, cripph'd children, and ma- 
ternal and child health. It is noteworthy that in no case is an activity 
carried on by a state or local government caitirely with It'deral funds. 
In some cases the federal government simply makes grants of minor 
financial assistance to an existing state acti\ity. In others, notably 
highways and public assistance, the state must match federal 
funds, and there is therefore joint and nearly equal participation 
by both. 

The institution of grants-in-aid has accomplished the very useful 
governmental purpose of administering certain functions at the logi- 
cal lower and more intimate level by the use of funds of the more 
centralized govc'rnments with more ample revenue resources and 
borrowing power. Some of these functions could not constitutionally 
be performed by the federal government, but the offer of federal 
funds with performance requirements has accomplished desired 
results. On the other hand, there are potential dangers to the grantee 
government. It is difficult to refuse an offer of two dollars for one, 
and grantee governments may find themselves purchasing services 
at the bargain eounter be^yond their means. Further, there is dual 
budgetary consideration of such expenditures; the budget of the 

This is true only of the designated federal aid highways. Total highway ex- 
penditures by the states far exceed grants by the federal government. 
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grantor may consider the function worth 50 per cent of its total 
cost, and that of the grantee may do the same. It does not necessarily 
follow, however, that the function is worth its total cost to the tax- 
payers. There is the additional fact that, il the grantor government 
were to withdraw, the grantee would he forced either to bear the 
whole cost or— a bitter choice— drop the function. 

PUBLIC EXPENDITORE AND ECONOMIC CONDITIONS 

In this chapter we have discussed the trend of public 
expenditures, the more important functions which givi' rise to those 
expenditures, and expenditure control. This is the traditional ap- 
proach to the subject of public expenditures, and discusses materials 
which are essential to an undiTstanding of what government does 
with its money. It is, nevertheless, the narrowest possible view of the 
economic aspects of public expenditure. It is iiiiportant to add, since 
it is so frequently overlooked, that most goveriiiiient services are 
basic in nature; their benefits reach out ijito all branches of economic 
life. Consider for a moment the magnitude of the dollars and cents 
benefits to the business coininunity and to individuals of such services 
as protection, highway construction, education, ini on national serv- 
ices, and provision lor financial S(‘curity. Ilow productive would the 
economy tie without these services!^ How could the capital accumu- 
lation necessary lor technological advance in a private property 
economy ha\'e taken place without the protection of private prop- 
erty? Ilow much lower would current levels of national production 
and distribution be if highway transportation did not exist in sub- 
stantially the present form? How could we possibly m(*asurc the 
contribution of public education to production “know how” and the 
transmission of information? How much has agricultural production 
been increased and costs reduced by dissemination ol ini on nation 
concerning agricultural production techniques? And in the modern 
economy, arc the economic benefits ol securitj/ not virtually immeas- 
urable? The underlying quality ol typical government services justi- 
fies the conclusion that in dollars and cents benefits tJie costs of 
government are returned to the economy many times over, that the 
major part of peacetime government expenditures are highly pro- 
ductive by the very nature of the functions performed. 
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The narrow and traditional view of the effects of public expendi- 
tures confines itself to consideration of the social value of direct 
consumer services performed by government. As wc have seen in 
the paragraph above, a major part of these scTvices makes a basic 
contribution to the productive efficiency of the economy. But the 
broader and nt'wer view raises questions of the economic significance 
of expenditure as expenditure. 

Disregarding for the moment the usefulness of the service for 
which payment is made, what does the act of c\p('nditure itself do 
to the flow of incomes in the economy? Kducational exj^enditures do 
provide education, but how do the purcliase of books, the payment 
of teachers' salaries, and tlie construction of school buildings affect 
the general level of economic activity, the Ic'vel of employment, and 
the distribution of income? As book publishers, schoolteachers, and 
building and labor contractors receive pavinent from govermnenL 
what do they do with their income and what clillca enca' dot's it make? 

Clearly in the economy incomes are passed from hand to hand; 
income of A is spt'iit and becomes incomt' to B. The income of the 
grocer depends upon the expenditure by his customers of their in- 
come for groccrit'S; ('mployment in the publishing trade depends 
upon (public and pri^^‘lte) purchase's of books; total de'inand for 
construction labor and materials th'pi'uds iipt)ii combined public 
and private building programs. Recognition of the' income-inducing 
potentialities of spt'iiding— public as vva'll as private— are* ch'arlv evi- 
dent in atte'inpts of local Chambers of Comnu'rct' to attract new 
industries, army camjis, and various public works proje'cts to their 
localities. It is such matters as the'se' which the narrow view of ex- 
penditures ignores, and which are so important to the general level 

Tlu* niiiTow traditional \it*w bore' dt'soriht'd is iinl a straw man artificially .set 
up as a tarii;('t. Nearly all iniportant writers on public finance Iroin Adam Smith 
(ITTb) op to ibc picscnl crtnciation Innc limited tbeir view' of fiscal opera- 
tions to simply an appropriation of private income to public use for per- 
fonnanei" oi eonsimicr serxiees. No attempt was made to follow out that ex- 
penditiiri' as ineoinc to its rceipieiiLs. Tims, taxation was a simple subtraction 
from national income, and there xvas little it any awareness of the income- 
producing aspects of expi'iiditure. 

Adam Smith (Wraith of Nations, Modern Library Edition, 1937) be- 
lieved that go\'ernment expenditures were payments for “unproductive 
labour” (pp. 877-8), and “as smaller or greater proportion of [tlie “annual 
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of economic welfare as to require analysis. The following three chap- 
ters are devoted to this analysis, and thus round out our study of 
public expenditure. 


produce” or national income] is in any one year employed in maintaining 
niiproducth e 1 lands, the more in the one case and tht* less in the otlier will 
remain for tlie productive, and the next yi'ar’s produce will be greater or 
smaller aecortlingly; the whole annual produce . . . being tlic eHeet of 
productive labour” (p. 315). We are not interested here in the c-ontroversy 
over Smith s distinction between productive and unproducLh c labor. The 
point is tli at Smith concludes. -that gavernuumt cxpendilin;x’ cannot increasj^ 
n ational product ; whether or not it reduces national product depends upon 
whSicr tJial part of tlie previous g ear’s income taken in taxes would have 
bi'cn spt'nt by private persons for producti\'(' labor. 

The same emphasis upon tax(\s as a wilhdra\^’al of liinds from the' priv ate 
income stream and ignorance. of the incoine-indiuaiig elleels of jiouring these 
funds back into tlie stream is cviileiic(*d bv Ricardo, |. S. Milk liastablc*, and 
II. C. Adams, This narrow view in Adams’ Sdenre of Fiiumca ( 1906) is im- 
plied in the Jollowing: “The starting point is the fond of wealth at tlu* dis- 
posal ol the nation; the obji'clive point is tin* highest dev elopiuent of both 
individual and national lile; the problem is to so hakou'e the assigiuntait of 
expenditures hetweam the xaritms forms of eonsomj^lion that tlu' life of the 
pt'ople shall he nourished and tlu‘ organs of the nation d('\ t‘lo])f‘d, at the 
point wluTe nourishment and devidopnient are most ntM’ded” ( p. -9). 

Prj)lLS\sor IJ. L. laitz f re])rin((nl, hv" permission, from Public Finance, 3rd' 
edition. New ork, Applet on-Ca'iitorv', 19R)) relleets the snne vit'vv when lie 
says: ‘3’ le lest ol the producliv il\ (d expi'iiditure lor pohlie i liieation would 
he the success of the echuaitioiial elloit in dev r'lopuu'ut of iiilelh'geiit eiti- 
yons . . . or, . . if rebel e\])ei](liliue prevents distress without distroy- 
iug sell -r('sp('el, and llu' mstmet ol seh-snjijjort. it is proilm liv e” (ji. 161), 
or, “111 some cU‘gree puiilie expemliture mav add diri'etlv to the aggregate oP 
wealth produced. \N eil-nui gftv (‘rimuait eomnu'Teial enterprises, rel orestation 
and ri'clamatioii jirojeets, and other forms ol state business are the most ob- 
vious illnstralions. Even the* exjK'iiditnri' on ordinarv si'rviees inav result in 
the ai'cninulatioii of certain assets, siieh as piihlie hiiihlings, vvhieh aie a useful 
addition to the aggregate of eoinmimitv' wealth” fp. 167). k'rom Professor 
Lnl/. s point of view, ]irodnclion ol a ])lav l)v a W l^'\ lluviter grouji enuld 
not he prodnetive. ^ ct the actors, who arc taken Irnni tlie relief rolls, spmid 
their w ages for bread, v\3iieh ereat(*s einplovaiUMit and iiieome in retail stores, 
Irakcrii's, and mills, and proiluecs income to the wheal fanner. Is the pur- 
chase fif hreatl bv an actor frir Paramount Piitures signiliiant Iv’ different in 
its effeel upon national income tliroogh tlie same eliamiels? 

On the other hand, an c'arly and refreshing recognition of the general 
cconnmir effects of public expenditure is to be found in Danit'l Raymond's 
Thoughts on Polidcal Kconotni/, 1(S2(). Ravmond was an American lawyer 
wbo wrote bis Thotifihts to “please myself” and because “I have read musty 
\nw books till I was tired.” Ilis thoughts arc frcsli and sliiimlating, thougli 
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1937. 

The most comprehensive treatment of the general subject. Chapters 
1, 2, 31 are general ehaplers; the remaining chaptfTs discuss the use 
of gi ants- in-aid lor specific purposes and at dilleri'iit go\ eriinieiital 
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points cm Public Finance, N. Y., Holt, 1947, pp. 600 8. 
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for eipializatioii purpose's. 


they appi'ar to have gained very little if any following. For our prestTit pur- 
pose, the following cpiotation is selected to suggf'st the broader view here 
discussed: “The body politic like the natural body is liable to fall into a 
slate of ctimparativc lethargy and torpor. It then l)('tM)nii's neec'ssary to arouse 
its dormant eneigies, by adiiiiiiistering stiniiilanls. d’he expc'iidilurc of public 
money, in public works, will often produce this cllecP’ (p. 294). 


CHAPTER 4 


EXPENDITURE AND ECONOMIC 
WELFARE 


NATIONAL PRODUCT AND NATIONAL INCOME 

Analysis of tlie place of govcTinnciit fiscal activities in 
the operation of the whole economy requires that we trace the flow 
of funds through the cycles of production and use of goods and 
services, lii this way it is j)ossiblt* to s(T‘ tlu t^llect upon th(' material 
welfare of society of various tvpes of economic action, and to show 
points at which government expenditure may increase the produc- 
tivity of tlie economy. 

We shall use the term “goods” throughout this analysis to re])re- 
sent all those commodities and services which bring a price in the 
market. In a profit system the adequacy ol price is largely the de- 
termining factor in productive activity, encouraging expansion when 
price is attractive relative to cost and encouraging contraction when 
potential prices do not give promise of profit from production. 

Gross NdtioJiuJ Product The gross national product is 
a magnitude, measur('d in either physical units or value units, which 
rt'presenls the total productivity ol th(‘ national ('conomy during a 
period of time. This total productivity is not, howe\er, a simple sum 
ol die physical or value units produced by all (uiteiprises in the 
economy of the nation during the period selected. For such a sum 
would involve a great deal of duplication, since some firms produce 
raw materials or jiartly fini.shed goods whose values are included in 
the values of finished goods. If we were to add together the values 

81 
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(or physical units) of raw materials, partly finished goods, and 
finished goods to get a sum of total productivity, this total would be 
made meaningless by double counting. Suppose, for example, that 
a fanner produces 1000 bushels of wheat, which he sells for $2000 to 
a miller. The miller makes of this wheat 50,000 pounds of flour, 
which he sells to a baker for $2500. The baker uses the flour to pro- 
duce bread which is sold for $5000. The value of the product of 
producers in earlier stages is included in the value of the final 
product (bread). If, then, we were to say that these three enter- 
prises contribute $2000 -|- $2500 -|- $5000, or $9500 worth of product 
to the nation’s total output we should be guilty of a considerable 
amount of multiple counting of the same value of product. For the 
$2500 worth of flour produced includes $2000 worth of wheat, and 
the $5000 worth of bread im'ludes the valiu^ of the flour. There are 
two methods of eliminating this duplication. One is to count as total 
value product the values ol final products only— $5000 in our 
example. The other is to measure the product of each as the value 
added to the materials purchas(*d from others. In our example, the 
farmer produces $2000 worth of wheat, the miller adds value of $500 
to the wheat ($2500 worth of flour less the $2000 cost of the wheat), 
and the baker adds $2500 of value to the flour. By this method the 
combined value product of the three produccTS is seen again to be 
$5000. Of course our example is oversimplified. There may be 
material ingredients of the flour in addition to the wheat, and flour 
is not the only ingredient of bread. Tlie “value added” calcula- 
tion requires tracing back all product ingredients of the final 
product. 

The gross product of a firm is thus the value which it adds to 
the value of materials with which it works. The gro.S'.S’ jhiHojujI 
'product, m(‘asurcd in value terms, is the .siun of all \^alue added by 
all enterju'ist's in the nation during a givcai period. This sum is 
equal to the value of all final goods and scTviees produced bv the 
economy. Measured in the physical sens(% gross national product is 
the number of physical units of final products produced during the 
period. 

For our purposes it is useful to divide the total of final goods and 
services representing gross national product into three categories: 
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1. Goods for private consumption, including both durable goods, 
such as houses and automobiles, and non-durable goods, such as 
food, gasoline, and movies. 

2. Goods for private production, such as factory buildings, ma- 
chines, and delivery trucks. 

3. Goods for government, including both consumption goods (food 
and clothing for soldiers) and production goods (turbines for 
TVA). 

We segregate goods for government from those for private con- 
sumers and producers solely because we are here primarily interested 
in the effect upon gross national product of go^ eminent purchases. 
Many of these goods for government are th(‘ same items as those 
going into private consumption or production. 

The gross national product includes all final goods and services 
produced by all producers during a ptTiod. Its magnitude is thus at 
IcMst a first ajiproxiination to a measuie of the pioductivity of the 
r'conomy. The maximum siz(‘ of gross national produc t, in physical 
liTins, is limited at any time by the (piantilies of resources, human 
and material, available for production and the stage of technology 
ri'ached bv the economy. Tc'chnology dc'tiTmines how these re- 
sources may be combined to get the maximum output for a given 
effort. In value tcTms, the gross national product is further limited 
bv the possibilities of selling output at remunerative prices. 

it is important to see that the size of gross national product in 
any period is the quantities of output of final products sold. It makes 
no difference to whom that output is sold. A dollar’s worth of final 
goods sold during the period represents a dollar’s worth of gross 
national product. Purchase of a dollar s worth of goods by govern- 
ment is exactlv as important to the size of gross national product as 
is purchase of a dollar’s worth of goods by a private individual or a 
private corporation. Thus, others remaining constant, increased 
purchase of goods in any one of the three categories listed above 
will increase gross national product for the period by that amount. 
In a system of capitalism the role of effective dc'mand is crucial. 
Producers reflect in their production plans their estimates of the 
willingness of buyers to spend for their products. Since the principal 
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incentives to economic activity lie in the actions of spenders of 
whatever type, we see that in a very real sense the level of gross 
national product depends upon the level of spending. If decreased 
private spending were to be exactly offset by increased government 
spending, over-all de'mand and the level of gross national product 
would remain the same. 

National Income In an economy operating under the 
institution of private property, everything produced belongs to some- 
one. Thus, evciy dollar’s worth of output in the gross national 
product is a dollar of gross income to some person, to some firm, or 
to government. It is in this sense that we can set up the equation: 

Gross national product ~ gross national income. 

The flow of output of the economy, measured in dollars, must be 
equal to the flow of money income to the economy. 

However, if the magnitude of gross national product (or income) 
is to be used for comparison of degrees of economic activity at 
different times, or to measure the output of goods available for use 
without impairment of productive capacity, certain qualifications or 
adjustments must be made. Many prices— and gross national product 
is measured by prices— include taxes on the production or sale of 
goods. In such cases government is using business firms as agencies 
for collecting taxes from buyers of products. These taxes do not 
represent goods produced, but represent simply an addition to the 
prices of goods. They cffc'ct a transfcT of income from the purchasers 
goods tfj government. Thus, the imposition of new taxes of this 
sort hicreasing prices, inert'ase the meas^irr of gross 

national though physical output is not increased. A second 

qualificat*^^^ conctTiis depreciation. In the process of production, 
capital ^ more or less durable nature are gradually used 

up. The productive life of a machine, for instance, is shortened by 
use ir^ production. Thus a part of the stream of output represents a 
usiijr^? np of capital equipment, and if business is to keep its plant 
intp^ict this part of the stream of output must be reserved for replace- 
jn^ent of capital. This means that a portion of value product of the 
p^conomy must be reserved for the maintenance of plant, and this 
portion is capital and not income. 
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A further qualification relates to the national aspects of national 
income. We said above that under a system of private property 
everything produced belongs to someone. But it may belong to some- 
one not a member of the national society whose income we are 
measuring. Thus, up to World War T, the United States was a “net 
debtor nation,” meaning that investments of foreigners in our enter- 
prises exceeded investments by our nationals in foreign (enterprises. 

A part of the gross product (income) of a net debtor nation thus 
btdongs to foreign nationals and not to persons in the nation where 
production takes place. Conversely, a net creditor nation has title 
to that part of gross national product of another nation represented 
by return on net investment in that nation. 

The three qualifications— business taxes included in price, jjroduct 
reinvested to maintaju capital, and product which belongs to persons 
of another nation— must be made to the figure of gross national 
product (income) to determine true (or “net”) national income 
of any nation. “Net national income” is thus determined by the 
following calculations : 

Net National Income equals Gross National Product minus 
the Sinn of Business Taxes Transl erred to Gtwernment, 

Dep’c eiatioii ol C^apital, and Net Payments to Foreigners 
for Use of their Capital. 

It will be evident that in the ease of a net creditor nation the last 
item will be negati\'e, representing an addition to gross national 
product in determining net national income. 

Net national income' n'presents the money value of the true net“ 
income of a nation’s ecoiiomv for a givt^n period. And the nc't 
national income (product) of the economy is made up of (1) 
private purchases for consumption, (2) private purchases for nc^t/ 
additions to productive equipment, and (3) purchases by govern- 
ment. It will be noted that the deductions from gross nati(3nal 
product discussed above apply to output purchased by go\ ernment 
as well as by private persons. 

The size qf_ net national income — we shall henceforth refer to 
it simply as “national income”- ^ea5ures th e mg teria l jwc'll -being of 
the^ociety. This material well-being is what economists commonly 
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refer to as the standard of living. If we are to compare the national 
income in ono period with that in another, in order to compare 
material well-beang in the two periods, we must he aware of two 
important facts. The first is that national income is usually measured 
in terms of contemporary prices. Thus national income may show 
incrc'ise sim])ly because the price level has increased. In this case 
the qiianti tit's of goods ])ecoming available for private or public use 
will not have incrcast'd. The second fact is that national income, 
even when adjusted for price change, can measure onlv the total 
quantities of goods avail aide for use by the whole socit'ty. It tells 
nothing about the distribution ol income among the members of 
that society. Maldistribution of rising national income may still 
l('a\'e large social areas in which materia] wt'lfare is at a disturb- 
ingly low level. 

Distrihutio7i of National Inronir As goods are sold in 
the market, money income accrues immediately to firms. ^ The money 
income thus reali/ed is distributed among the factors of production 
according to rate's of rt'mnneration existing in the market. A large 
part goes to labor and managt'iiicnt in llit' form of wages and 
salaries. \ st'cond part goes as interest payments to capital lent to 
producing firms. A third portion is paid in the form of rc'iits and 
royalties to tlu' ownt'rs of land, machines, and patents or process('S 
used bv firms. The remainder is the profit to the owners of firms. 
Table JO shows tlu' distribution of naticinal income, or “income 
payments,’ for certain selecti'd rt'cent years. 

Th(* national inc'ome in th(' hands oJ the \arif)ns income* rt'cipients 
is availablt' lor purchase' ol national product or output. In anv income 
period the net national product, composed of ])ri\at(' consumption 
goods, private production goods, and government goods, was pur- 
chased from the shares of net national income accuring to labor, 
capital, and owner. ship. 

This does not, however, explain how govc'rnment goods in the 
national jnoduct are purchased by gov('rnm('nt, since govermnent 
is not a factor of production and does not participate directly in the 

^ By the firm we mean the business unit. It may be a large or small corporation, 
a partnership, or an individual business enterprise, including individual pro- 
fessional persons. 
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table 10 Income Payments, United States, 1929, 1935, 1945 ^ 


1929 1935 

1945 

9 liillitms % uf iotal 9 htUnnit^ Vr of lutui 

f hj/f.un.s '/( of total 


Labor income, in- 
eluding salaries 
to managers 

51.49 

65.5 

36.06 

67.3 

114.1 

71.7 

Interest ^pay- 
ments to capital) 

5.10 

6.5 

4.42 

8.3 

11.8* 

7.4* 

Dividends, entre- 
preneurial wilh- 
drav\ als, rents, 
rovalties (pay- 
ments to owner- 
ship ) 

21.89 

28.0 

13.06 

24.4 

3,5.3 

20.9 

T otal 

89.63 

100.0 

53.59 

1 00.0 

160.7 

100.0 


* Tmhidcvs rents. 

rc'ccipt of a share of national ineoinr TIutc* arc' inaiiv kinds of 
transfcTS of income wliicli do not contriladc* to tlu‘ nuij^nitiide of 
national product or iiicoiiu*. Tlic‘ result of such IraiisIcTs is simply 
that tlie original recipient of inconu' is not thc‘ pc'rsoii who spends it. 
Taxes reprcxsc'iit a major j^ortioii of siicli trausliTs. All ta\(\s which 
are a pari of a market price' p»aid for anything arc' traiisfiTS from the 
purchaser of the goods of a part of his prc'x iouslv n*ceived income 
to goN'crnment, collected tlirongh husinc'ss firms. Other taxc's, such 
as personal income taxes, take direc'tlv a ])ortiou of his income from 
tlie recipic'iit after it is realized. But tlic'se transfc'rs do not in thc'in- 
selves repri'sent transactions in goods and thus do not cMilf'r into 
determination of tlie size of national ineomc'. Suppose* that national 

^ “IiicDiiiL* paid out,” lor fii^iirrs arc' I'd in tin's laldc', is not identi- 

fal witli n.itifJiial incoiiu' as we iiaxi* didiin'd it. I’oi inconic paid out clors not 
inc'liule .savings hy hiisiiu'ss iron) its int'onii'. lu^'iirs tor and lU-So in tin* 

tahle are taken troiii Biiri'aii of Foreign and Domestic- C^oiinncTee, NaHtmal 
Income in the Vnital SOfArs, II) ...', ji]^. 2fj, r.O. I'^ii’iires lor 11)1.5 Iroin 

Bureau ol Foreij^n and Dumestif ('ommtiee, Sun i t/ n/ C'nrK'nt Business, 
Fc'briiary, 11)411, p. 7. Figures do not iiei c'ss.ii ily add up to totals lit caiise of 
rnnndinjjj. 

Tliis ignores, of eemrse*, govc'ninient coiiniicTcial enterprises such as the post 
oftiee, Baniima Canal, nninieipal eleelrie utilities, and state liquor stores. In 
tlif'se eases gov eriiiiu'iit as owni'r may rec-eiv e a profit income exactly like the 
profit accruing to private hu.sine.ss firms. 
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income realized during a year were $100 billion. If government were 
to tax away 100 per cent of tins income and then were immediately 
to give it back to the persons who paid it, would the national income 
thereby be increased to $300 billion, counted as $100 billion income 
to individuals, $100 billion to government, and $100 billion to in- 
dividuals again':^ Common sense tells us that this conclusion would be 
absurd; that no matter how many times it is passed from hand to 
hand, it remains as national income for the year of $100 billion. The 
reason is that only when originally realized Iroin the sale ol national 
product is it national income. The transfers to government and back 
again in\olved no output or sale of goods. 

Other transfers of income may be of greater or lesser magnitude 
in any period under consideration. Loans ol all sorts are transfers 
of income. If A h'nds to B for consumption or business purposes, 
A transfers realized income to B, who is in a position to spend it. 
If A buys newly issued stocks or bonds of C Corporation, A’s pre- 
viously realized income is no longer available for disposal by him, 
but C Corporation spends it. If A buys newly issued government 
securities, government in effect spends that part of his inct)me for 
him. And if A buys old corporate or gov^ermrient seeurities from D, 
part of A’s income is transferred to D for disposal by him. 

Likewise, wlieii income realized is translerred to others through 
gift, deposit in a savings bank or other thrift institution, or purchase 
of insurance or annuities in private insurance companies or govern- 
ment in.surance plans, the transfer merely gmvs to someone else the 
power to dispose of that income. The magnitude of national income 
in that period is not alleeted by any of th(*se transfers. 

lleceipts of and expenditures from income are of course going 
on constantly. In order to simplify the picture we sball utilize the 
concept of an artificially defined “income period.” An income period 
is that period of time during which an income is received but not 
spent. Thus, income is received in Period 1, but is spent and becomes 
income received by others in PcTiod 2. Period 2 incomes are spent 
and become incomes of still others in Period 3, and so on. The length 
of time required to complete an income period will vary widely. 
That portion of incomes deposited in banks during periods of large 
excess bank reserves will progress from receipt in Period 1 to cx- 
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penditure in Period 2 relatively slowly. In general incomes received 
by persons in the low income classes who are forced to spend quickly 
will progress from Period 1 to Period 2 rapidly. 


NET NATIONAL PRODUCT 



PERIOD 2 i 


REALIZED NET NATIONAL INCOME 
(etc.) 


A chart showing the cireiiit flow of income from om^ period to 
the next appears above. In tins chart certain assumptions are made 
which will be discussed hitcr in this chapter. The assumptions are: 
(1 ) All income received in Period 1 is spent in Period 2, and (2) no 
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new money enters the circuit for expenditure in Period 2. The con- 
sequence is that national income in Period 2 is exactly equal to in- 
come in Period 1. This chart will prove useful in clarifying the 
following paragraphs. 

National income realized from the sale of national product in 
Period 1 is available for expenditure for the national product of 
Period 2, creating the national income of Period 2. However, income 
realized by the factors of production in Period 1 is subject to a con- 
siderable amount of transfer before being spent in Period 2. Trans- 
fers of income from the factors of production to government through 
taxation and borrowing bulk large in modern times, and make 
possible' the purchase of government goods from national product. 

An interesting set of problems arises in connection with war 
emergencies, when government military goods absorb a large share 
of the productive capacities of the economy. The degree to which 
military production must take place at the expense of civilian 
production depends upon how fully the factors of production were 
employed on civilian production prior to the war. If there* is excess 
productive capacity, military prodiu'tion can be added to civilian 
production until the factors are fully employed. After this ])oint, 
expansion of militaiy production can take place only by r('leasing 
factors from civilian production, with consequent reduction in the 
output of civilian goods. 

Let us assume lhat some unused productive capacity exists at 
the beginning of militarv jiroduction. As military production in- 
creases, national income increases, and in Period 1 natioiial inc'ome 
js greater than it was in Period 0, The whole of this national income 
acLTues (as be'lore) to the factors ol production. In Period 2 the 
amount rif national product earmarked lor government is largci than 
in Period 1, while (we assume) the amount of national product 
available lor civilian use has not increased. The consecjuence is 
strong upward pressure u]i(jn the price's of C'iAalian goods, since 
income availaJde for expenditure ou them is rmining aht'acl ol outjiut 
at previous prices. It is this difference which has Irt'quently beem 
termed the "inflationary gap.’' 

The easi(^st attitude to take toward this inflationary pressure is 
to allow the gap to close itself, to allow prices of civilian goods to 
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rise until they absorb spendable income. This surrender to inflation, 
however, has two serious drawbacks. In the first place,, industries 
producing civilian goods become so profitable that there is serious 
danger that scarce materials and labor will be diverted from neces- 
sary war production to relatively unessential civilian production. 
The second drawback lies in the fact that not all classes participate 
with any degree of equality in the rising national income. When 
the increase of money incomes is not accompanied by an increase 
in the output of civilian goods (as in the case Iktc described) in- 
di\ iduals whose money incomes remain fixed actually sulfer reduced 
real incomes. 

As indicated by our previous discussion, the logical solution is 
to effect a transfer of income from private rexipients to government. 
Ideally the amount transferred should nearly equal the value of 
goods purchased by government, leaving available for civilian ex- 
penditure little more than enough income to purchase civilian output 
at pre-war prices. ‘‘ The transfer can be accomplished either by 
taxation or by borrowing. It is, however, inconceivable that any tax 
measure could be so constructed as to fit perfectly ihv varying in- 
comes ol individuals so as to take inflationary income from them in 
th(' right amounts at the momeait it is reevived. And it is even less 
likely that voluntary lending of inflationary income by liidividuals to 
govfMument will accomplish this result. 

Ne\ t'rth(‘Iess (Congressional tax policy (luring World War II never 
seriouslv attempted to solve the inflatioiiarv problem, which lays 
Congress npt'u to reasonable charges of rtanissness and irrespon- 
sibility. It is ])robablv true that the success ol the war bond drives 
was diK' not so much to the ('flectiveness of the cajnjKiigns as to the 
fact that till' stop-gap ecouoinie controls (])riee regulation, rationing, 
priorities and allocations) witi' reas()nal)lv successful in holding 
prices down. These controls effectively limitc'd spending by private 

Sf)inc priLc iiuToase in war proiluetioii liiii-s is closiralile, as an inronti\'e to 
expand w in pnuliu'linn to llu‘ elastic limit of resources. This expansion of total 
product will rcr[uirc the introduction of some new money. Ihil similar incon- 
ti\cs in the form of price increases will also bt' luacssaiy in ciMlian production 
lines, to encourage maximum prodiiclioii witli limited resources. Otherwise 
more tlian the ininiiniim nectxssarv quantities of productive factors will neces- 
sarily he devoted to civilian production, in order to maintain civilian supply. 
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persons and firms for consumption and investment, thus creating 
savings which were more productive to their owners when invested 
in war bonds than when lying idle. 

DLSPOSITJON OF INCOME BY SOCIETY 

We have seen that the national product is made up 
of goods for private consumption, goods for private production, and 
goods lor government. Goods for government are also consumers" 
gootls or producers’ goods, and there are only these two real 
categories of goods. 

Consum'fHion Expenditures of income for consump- 
tion include all expenditures for goods in finislicd form which 
provide satisfactions to their users. Some, like food, fuel, gasoline, 
concerts, and many services, are used up immediatelv, and are 
classed as non-durahle goods. Others— durable consumers' goods— 
provide a /low of satisfactions o\'er a period of time, f^xamples arc 
houses, automobiles, stoves, parks, and the like. It is the volume of 
consumption expenditures in any income period whieli determiners 
the immediate material w(‘ll-being of a society. 

The propensity to consuwe, which Mr. Iveyiies defines as “the 
functional relationship . . . between ... a given level of income . . . 
and . . . the expenditure on consumption out of that leved of in- 
come . . . rellects for society as a whole or for tht‘ individual the 
tendency to use income for eonsumption. There are S(‘\(Tal factors 
determining propensity to consume. The first is a set of psychological 
factors which we may call “habits of consumption,’’ which tiaul to 
change onlv slowly ovct a period of time prosadecl other I’kanents 
alfecling propensity do not vary markedlv- The second is tbe size 
of an individual’s income, whicli undoubtcdlv has much to do with 
the proportion of his income consumed, ft is observable that as in- 
dividual income's increase there is a tendency to spend a smalh'r 
portion of the new increments of income for consumption.'’ Thus in 

J. M. Ktynes, The (^cnienil Thconj of Eniphn/nicnt, Inieresl. and Money, 
N. y., IlLiruourt Rrace, 19o6, p. 90. The diseiissiun in tl»i.s puran;raph runs 
lurgtdy in lerins of Mr. Keynes’ treatment oi the prf)peiisity to i'onsnni(\ 

In Keynes’ terms, tlie ///f/rg/’/ifl? propemily to eo7i.v?//;n'-tlie projir nsily to spend 
for eonsumption out of additional inurements of risini^ inuoim‘~-faJls as ineome 
increases. 



DISPOSITION OF INCOME BY SOCIETY 93 

general the larger the income the smaller the proportion of that in- 
come spent for consumption, although the proportion of total income 
which is consumed falls more slowly than does the proportion of new 
increincnts of income. 

A third factor in the propensity to consume is the rate of interest. 
The more attractive interest returns from invested (not consumed) 
incomes are, the greater the tendency to save from income rather 
than to spend it on consumption.' If interest returns are low, 
the satisfactions to be gaint'd from iininediatt' expenditure of 
a dollar of income for consumption outweigh the valuation of 
future interest to be received if that dollar is not consumed but 
invested. 

Finally, tax policy may aflt'ct individual propensities to consume. 
High death taxt\s may well discourage accumulations of wealth for 
transfer at death; the altcTiiative being expenditure lor consumption 
during the life ol the income recipient. And high taxes on business 
profits may tend to dampen enthusiasm for additional business in- 
vestment from savings, and thus may enc‘ourag(‘ consumption of 
current income. 

Tt is W(dl to take notice that choices by business to consume or to 
save are not necessarily det(‘rmined by all of the factors described 
above. The* p.syehological factors in the propensitv to consume apply 
to individual persons, less to .small and individually own(‘d busi- 
lu'sses, and almost not at all to large corporations. Busine^ss 6‘x- 
pcaiditures and savings are determined by size of business income, 
probable profit return in the future, tax policy, and peculiarities in 
the position of individual firms. 

The propensity of society to consume at a given level of social 
income is derived from the propensities of indi\ iduals and businesses 
within that societv. We mav conc'lude that society’s propensity to 
consume is somewhat more stable than that ol iiulividuals, because 
of the avcTaging-out of opposite individual change's, ffowever, for 

^ A counltT lenduncy must be recorded. When inlere^^t ral[*s are low it is neces- 
sary for persons who expect to h^ e on llie future ini oiiH' from investments 
made now to .sa\'e a larger amount from ciirreiit income in order to build up 
a larger principal. The larger principal is necessary to ]>ro\ ide a reasonable 
income at lower interest rate.s. On balance, however, this counter tendency is 
quantitatively smaller than the tendency mentioned above. 
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society as a whole, it is practically certain that propensity to con- 
sume falls as national income rises. 

Savmfj^s We define savings as all income of a given 
period not spent for consumption. An individual or a society saves 
simply by not spending for consumption. Saving may result from 
conscious choice not to consume in the present in order to be able 
to consume in the future. An individual may forego jiresent con- 
sumption to be able to buy relatively expensive consumption goods 
such as houses, automobiles, or refrigerators in the future. Or he may 
for(‘go preseiit eonsnmption to build up r(\serve funds which can 
liit(T he used to buy consumption goods when his income may be 
inadeejuate. He may refrain from immediate consnm]ition to pur- 
chase insurance, annuities, or investments which will increase in- 
come in the future. Business mav sa^ e to expand their capacitv to 
produce, to replace eijuipment in the future, or to provide reser\ es 
against various c'ontingcmcies. 

On the other hand saving may not result from conscious choice 
of the saver to refrain from expenditure on consumption to build up 
reserves or to increasi' future income. A part of income lna^' bi' laki'ii 
by government in the form of taxes. Such tax pavinents are sa^ ing 
by the individual, in terms of our definition. The siiwr mav not sjnmd 
on consumption simply becaus(‘ h(‘ finds no consumption goods in 
the market for which he cares to spend. This may occur freipamtlv 
in the high-income groujis, since all of their consumption wants may 
be satisfied before their wlioh' incomes an^ spent. It ma\ oc cur in all 
groups wlu^n there is prospect of lower prices in the nc'ur future' 
and will frecpiently occur when consumption goods arc scarce, siu b 
as in war time, and arc' rationed or ima^aiilablc'. 

Since national income is equal to consumption plus saying, it 
follows that the projunisitif io save, the relationsbip bet\^een a givcai 
level of income and saving from that income, is 1 minus the 
propensity to consume.^ The factors discussed above as dc'tc'rnhning 
propensity to consume from a given income will also dc'tcTininc' 

® Since all income is consumcil or saved, tljc propensity to consume from that 
income plus the propcn.sity to save from that ineoin(‘ most e(|ual 1. Givc'n in- 
conK' of a period of 10 and propensity to consume of 9/10, propensity to save 
will be 1/10. 
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propensity to save, since failure to consume is to save, hy definition. 
Particularly significant, however, is the higher piopensity to save 
from larger incomes. This is shown in Table 11 below. In a given 
year persons in the lowest income brackets may aetually show 
negative savings, which means expenditure for consumption in excess 
of current income. As per capita incomes increase over a period of 
time th(’ reduction in propensity to consume (increase in propejisity 
to sa^"e) requires constantly expanding outlets lor investment, and 
thus constitutes a special national income problian lor mature” 
societies with an advanced technology. This special problem will 
be discussed in the following chapter. 

FABLE 11 Income and Sa\ings oi Individuals by Income Levels, 
United States, 1935-1 93G 




NJ). OME 

A fa UU.AIE 



IVOTVJl 

DU M, 

Ui( I I VI KS 

IN( t)\ll 

S W INf.S 

T()Ty\L 

IN( (JMr 1 1 M L 

( nutlions) 

(<)> nulluins) 

( Of fa INC f)Mt ) 

SWINES 

Ihuler 

[5 500 

6.7 

2,061 

-38.8 

-18.4 

500- 

750 

5.8 

8,615 

-10.5 

- 6.4 

750- 

1,000 

5.9 

5,130 

- 1.9 

- 4.3 

1,000- 

1,250 

5.0 

5,589 

- 1.7 

- 1.6 

1,1^50- 

1,500 

3.7 

5,109 

i.9 

- 1.6 

1,500- 

1,750 

2.9 

4,661 

4.2 

3.3 

1,750- 

2,000 

2.3 

4,214 

5.8 

4.1 

2,000- 

2,500 

3.0 

6,572 

8.9 

9.8 

2,500- 

3,000 

1.5 

4,005 

12.0 

8.1 

3,000- 

1,000 

1.4 

4,599 

16.1 

12.4 

4,000- 

5,000 

.5 

2,015 

21,2 

7.2 

5,000- 

10,000 

.6 

4,092 

29.8 

20.4 

10,000- 

15,000 

.2 

1,747 

88.9 

11.4 

15,000- 

20,000 

.07 

1,175 

40.2 

7.9 

20,000 and over 

.1 

4,615 

50.8 

89.5 

All levels 

39.46 

59.259 

10.1 

100.0 


Disposilion of SrfCtng.v We ha\e dc'fined savings as 
income not spent for consumption. Wc‘ define investment as the 

Taken frf)m Teiripnrary National Eeonnmie Committee, Seeing, Invrsfmcnt, 
and Natioiinl Iiinnnc, Monograph No. 37, 1941, p. 17. Data talt n hy TNEC 
from National Resourees Committee, Cnnsunicr Expnidiiurcs in the United 
States, 1935-36, Washington, 1939, p, 48. 
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expenditure of savings for new capital goods. The result of invest- 
ment is thus a net increase in the capital equipment of the economy. 
This definition is by no means identical with the meaning which 
many individuals commonly attach to the term. For the individual, 
purchase of old corporate stocks or bonds from other individuals con- 
stitutes an act of “investment.’’ When income is used in this manner 
it implies equivalent “disinv(\stinent” by the seller ol the security, 
and no change in the quantity of capital goods in use occurs. Our 
definition above, which is in line with geiuTal economic usage, refers 
to net social spendings for new capital goods during the period con- 
sidered. It represents society’s spendings for capital gootls items in 
the net national product. 

The process of investment may be seen in its simplest form when 
business enterprises spend their savings directly for ne^t additions 
to their productive etjuipinent. In this east' busint'ss savings from 
Period 1 income are spent in Period 2 for production goods. But the 
largest share of savings is normally iiivestt'd after transfer by the 
saver to the invc'stor. Taxes transfer the savings of Period 1 income 
recipit'uts to government, to be spent in Period 2 for go\ eminent 
goods. Sa\'ings may be deposited in banks or ust'il to purchase in- 
surance or nt'w corporate securities. In such cast's the act of inve.st- 
ment may be performed bv the transfert'cs (banks, insurance com- 
panies, or other ctirporations) . It shtmld be noted, however, that in- 
dividual savings may be tran.sferred to olht'rs by taxation, loan, or 
gift, and eventually be spent for consumption ratht'r than invested. 
In such cases individual savings are not social savings at all, but are 
income consumed. 

That part of income consumed is, by definition, spent ftir con- 
SLiinptit)!!. The remainder— savings— may not be wholly im ested; j.e., 
spent for investment goods. When savings are not invested they 
may be JioardccI, or they may be disposed in such a manner as to 
create a net decrease in the moneij supply. Hoarding is rt'prc'sented 
by the idle accumulation of liquid balances, either in the form of 
cash or of bank deposits. It results from the satisfaction of individual 
or group “liquidity preference’-, i.e., the desire to hold assets in 
highly liquid form. Factors entering into liquidity preference are the 
nature of day-to-day cash needs, prospects regarding future con- 
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tingencies requiring use of liquid funds, the attractiveness of current 
investment opportunities, and the prospects of return to be realized 
by investment at some future time rather than the present. 

Uninvested savings may decrease the moiuy supply. If in- 
dividuals, businesses, or governments use savings to retire debt to 
banks, and these funds are not replaced by ecpiivalent new loans, the 
total of bank deposits is decreased. If for any reason savings of 
Period 1 are not invested, the r(‘sult is a disappearance of funds 
from the income stream of Period 2. Stated somewhat difluently, 
failure to invest savings means lower effective demand for pro- 
ducers' goods, and a lower net national product in the following 


THE CIRCUIT IXOW OF SPENDINGS AND SIZE OF THE 
NATIONAT. INCOME 

We have seen that income received in Period 1 may 
he spent in Period 2, creating income in Period 2. From our analysis 
of tlic disposition of income from one period to th(' next, we conclude 
that only that portion of Period 1 income spi*nt for Consumption and 
Investment creates income in Period 2. That portion of Period 1 in- 
come hoarded is removed from the circuit flow and therefore has a 
deflationary effect upon income^ in Period 2. Thus, in any period, 
other things remaining the same, tlie size of national ineomo is equal 
to or less than the size of income in the pre\ ions period depending 
uj^on the extent to which savings were not spent (i.e., were hoarded 
or destroyed money). 

To complete the picture of variables influencing the size of 
national income from period to ptTiod wt^ introduce “dishoarding" 
and “new money." Dishoarding is the opposite of hoarding; it is the 
expenditure' on consumption or investnK'nt of previously hoarded 
income. Taken alone its eflect upon national income is expansion- 
ary. New money may be introduced into the income picture by the 
making of loans by banks. The loan expansion potentialities of the 

President Truman’s recomniendalion in liis hiidi^et message presented in lanu- 
ary, 1946, that the treasury cash balance he reduced by $8.7 billions during 
fiscal 1947 for current expenses and debt retirement is a good example of 
“dishoarding” by government. To the extent that such action reduces bank 
reserves, tlie dishoarding reduces the money supply. 



98 EXPENDITURE AND ECONOMIC WELFARE 


banking system are only very roughly related to the volume of 
savings of the banks’ depositors. The new money enters the system 
as loans to businesses, governments, and individuals and is spent 
by them for consumption or investment goods (or hoarded). It 
follows, however, that as loans are paid off, the new money of a 
previous ineoine period is retired, and in any ineoinc period new 
money may be a negative quantity. Taken by itself, as we jnogress 
from o]ie ineoine ptTiod to the next, net inerease of new money has 
an inflationary elleet upon national ineoine, while the eflt'ct of a 
net deerease is deflationary. 

Consumption and ln\estment are the determinants of the size of 
national ineoine in any period. Inroaic of Period 2 will be greater 
tJuin that of Period 7 if CA)}isuni])fion and or lni:esiiuenl is inercased 
hij net dishoarding or the n.sr of net neiv money. Imome of Period 2 
iviU be less than that of Period 1 if Consumption and or Investment 
is deereased by 7\el hoardin^^ or net deerease in use of new 
money. 

Let us set up these* eonelusions in terms of hvpothetical numerical 
examph'S, showing (l(‘tc‘rinination of the size oi national ineoine in 
three suecc ssive ineoine periods. Let us assume that national income 
of Period 0 is $10 billion, that $8 billion is sp(*nt in Period 1 for 
Consumption and $2 billion saved. We assunu* further that the whole 
amount of sav ings is inv ested, that there is no dishoarding, and there 
is no change in the money .supply. National income in Period 1 is 
thus $10 billion, as shown below. 

Period 0 Period 1 

National Income $10 b. ^ ^ Consumption $ 8 b. 

^ Investment (~ Savings) 2 b. 

$10 b. National Income $10 b. 

In this case Period 1 income is equal to Pt‘riod 0 income, since the 
whole Period 0 income was spent in Period 1 and no additional con- 
sumption or investment occurred from dishoarding or new 
money. 

Let us assume that in Period 2, Consumption and Saving remain 
the same as in Period 1, but that only half of savings are invested. 
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We assume net hoarding to be $1 billion and no net new money 
introduced. The effect is: 

Period 1 Period 2 

National Income $10b. z:— - — > Consumption $ 8 b. 

Hoards 1 b. Investment I b. 

Spendable Income $ 9 b. National Income $ 9 b. 

National income in Period 2 has declined by $1 billion belov^ that of 
Period 1 because $1 billion of Period 1 income was not spent in 
Period 2. 

In Pc'riod 3, assTiinc tjiat Consumption remains constant, but that 
the business outlook is so promising as to attract $1 billion hoarded 
from Period 1 income into new Jiivestmeiit, that Savings of $i billion 
from Pe'riod 2 income are all investi^d, and that $1 billion of new 
money is invested. Period 3 national income is as indicated below. 


Period 2 


Period 3 


National Income 

$ 9 b. 

> Consumption 

$ 8 b. 



n ve.sl 1 n ci it : 




Peiiod 2 savings 

lb. 



Dishoai ding 

1 b. 



New money 

lb. 



Period 3 national income 

$1] b. 


In these examples we have assumed that Consumption has re- 
mained constant with changes in national ineomi' from period to 
period. Although there is some lag of Ca)nsnmption btdiind changes 
in income— due primarily to consumption habits— total consumption 
for society as a whole wdl rise when income rises. I'liller employ- 
inent at higher income le\'(‘ls encourages higher a\ erag(' consump- 
tion by more people. This is particularly true wlu'n prosp(‘ets (rightly 
or wrongly estimated) for future employment and income are rising. 
On the other hand, consumption falls as int onu* falls, though with 
some delay and against increasing rc'sistance as the minimum of 
subsistence is apjiroached bv more persons. 

Figure 1 shows the movement of National Income, Consinnption, 
and Investment from 1919 through 1938. It will b(? noted that the 
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period 1922-29 showed persistently rising National Income, accom- 
panied by a persistent rise in Consumption.^^ Prospects for con- 
sumers, in terms of rising employment and income, new products 
and stepped-up sales policies, and falling taxes, ereated the general 
feeling of permanent prosperity which justified an expansion of the 
standard of living. Investment (except in the depression of 1921-22) 
was at a relatively constant and high level, generated by the vigor 
of consumption expenditure and the anticipation of continued in- 
crease in spending. 



FIGURE 1 National Income, Consumption and ln\ estment, 

U. S., 1919-1938^^ 

{In 1929 dolhir^') 

” Tlie statistics used in Fii^nrc 1 arc not for “income ptaiods as dc'fiiicd on 
patj^e HiS, but ior }cais. "i’licv do not show income hoaidcil fiom pcrioil to 
period williiri the \ car. llowc\cr, if im-oiiic declines fiom \e.ir to )'car 
wc realize that this reduction is doe to Ijoaidinu; of int'ome r(\dizcd in 
one or mon* of tlie “income periods” witliin a year. 11 iiicomi* increases 
from one year to the next, the increment must be due to dislujarding or to the 
use of new money. 

Figures of national income and eonsuiiiplion outlay taken from Simon Kiizncts, 
National Income and Its Composition, Vol. 1, National Bureau 

of Economic Research, 1941, p. 147. Figures of investment computed as the 
difference between national income and consumption outlay. 
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The period 1930-38 demonstrates very clearly the in move- 
ment of consumption expenditures with marked chancre in national 
income. In 1932, 1933, and 1934, consumption expenditure's actually 
exceeded national income, made possible by negative investment. 
Negative investment— or “disinvestment"— may occur for individuals 
by liquidation of investments, which in the last analysis implies 
living olf individual capital. A business can disiuvest by sale of liquid 
investments or by spending for other purposes that jDart of it'=' gross 
product which should be used to replace depreciating capital equip- 
int'iit. For the economy as a whole 1930-38 was a pta iod of using for 
consumption some of that part of gross national product which would 
normally have gone to replace deprc'ciated capital. 

Attention should be directed particularly, however, to the critical 
role of investnu'iit. While total consumption will rise and fall when 
national income ris(\s and falls, short-run major changt'S in the 
magnitude of national income can almost alw.n s be accounted for 
by like cbangi'S in ijjvestinent. Investmc'iit is highly unstable, quick 
to react to ta^'()rable or unlavorable inarkc't conditions. Although the 
relation ol in\ estnu'ut to naliojial income is a case of the tail wagging 
the dog, it is this n'latiou which is particularly p(Ttinent in the dc- 
ICTinination ol policy. 

(.OVERNMLNT EXPENDITURES AND THE SIZE OF THE NA- 

IIONAE INCOME 

WIk'ti national income is below the level of sub- 
stantially full eiuplovmenl ol produetise resources, tliere is wastage 
of productive powcT in the sense that goods which could con- 
tribute' to general material welfare are not produced. By common 
acct'ptance, “full ('inployment," at least as it refers to labor, dot's not 
imply employment to the limit of labor’s jihysical endurance. It 
means employment to the maximum degree consistent with all of 
the elements of non-material welfare— reasonable length of work day, 
adequate vacation, and conditions ol labor which make possible 
the profitable personal use of leisure time. “Full employment” 
further recognizes that at any moment of time' there will be a body 
of unemployables who cannot lie used in production, and that fric- 
tions in the system will at any moment produce a group of unem- 
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ployed persons who are in this position while in the process of 
changing jobs. 

In what ways may public expenditure act to increase employ- 
ment of productive resources, and thus increase national income? 
In terms of our analysis to this point wc can conclude that govern- 
ment may increase total social expenditures for consumption or for 
investment merely through its own exptMiditnres. Government may 
purchase consumers’ goods directly for relief distribution or by dis- 
tribution of relief funds to indi\iduals who spend them for con- 
sumption. Or government may purchase (invest in) capital goods, 
such as public buildings, highways, or ships, liecognizing that the 
govcrninental contribution to national iiicome is large, it follows 
that fiscal policy is an important dc'terininant of the level of national 
income. At given levels' of taxation and expCMiditure government 
markedly affects income wheiher or not its policies are consciously 
directed toward influencing tlie level of income. This being the case, 
national inconu' objecthes will be among the most important 
elements of wise fiscal policy. 

Government procures the limds which it spends (din*ctly or in- 
directly) for consiimjition and in\cstment from one or more of the 
following sources; 

1. Gnrrent income 

2. Hoards 

3. Ne^w money. 

If gov(‘nimcnt takc's funds from current income by taxataiTi, whether 
or not this Iransier and expenditure bv gox (Tinm'nt crtatfvs a net 
increase in expenditures depends upon what the original recipients 
of the income would liavt' done with that incojm*. 11 they would 
have hoardtal it, there is reasonable probabilitv that the transfer 
will increase' national income in the next period. If, on the other 
hand, inconu* which otherwise would ha\e been spemt for consump- 
tion or investment is transferred to government through taxation, 
there may be little or no effect upon national income in the following 
period. We cannot be categorical in our answers because of the 
various alternative effects of government policies upon the anticipa- 
See Cliaptcr i, pp. 1 and 2. 
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tioiis of producers and coiisuincrs. If govcTiimeiit funds are procured 
tlirough borrowing, there is greater likelihood that the funds tlius 
procured will come from potential or actual hoards. Here also the 
question of confidence in government economic policy I'nters. 

The same considerations apply when government funds are taken 
by taxation or borrowing from (‘xisling hoards. But financing public 
expenditure by new money will have the h'ast likelihood of en- 
croaching upon funds for private expfuuliture, imless the banking 
system has already stretched its loans to the limit of its reserves. 
For cxce*ss bank res(‘rves are probablv the least jnirposelv-created 
hoards, and their use is thus least likely eitlier to reduce the supply 
ol funds available to others or to gentaate furtlaT hoanling for the 
purpose of maintaining liquidity. A more complete analysis of these 
factors is reserved for Chapter 5. It must he ret‘ognized, liowever, 
that government is in a position, both l)y the siZc* of its potential 
transactions in national income and by ihc^ coercive nature of its 
acts, to influenee in an important wav the eircant flow of incomes 
and thus the size of national income from period to p(Tiod. 

It should be clear from our aiiLilvsis that in an economy subject 
to wide cyclical variation in th(' size of national income, a policy of 
strict budg^'t-halancing by governnu'ut ace(‘ntuatt\s th(\se variations. 
A balanced budgc't iiiiplie*s that current rt'ct'i])ts from tax('S are 
equal to current ('xpc*nditun\s. When national income is low, the 
imposition of sufficient taxes to balanet* the budget jdaces heavy 
burdens upon individuals and businesses, encouraging further de- 
cline in consumption and iu\ estmeiit, and thus in national income. 
The removal of hoarded funds by taxation when incomes are low 
and profit expectations are low will (!) remove pri‘cis(‘ly those 
excess funds which arc* holding intcTC'st rates down, thus making 
borrowing for consumption and investment more* dilficiilt, and (2) 
remove a portion of those funds intentionally lioarded for purposes 
of liquidity, thus urging further hoarding to replace those lioards 
taxed away. If the budget is balanced by cutting expenditures rather 
than increasing taxes, the effect is clearly a reduction in e\])enditures 
for goods by government, thus forcing national income to a lower 
level. When national income is high and production is approaching 
its physical limits in terms of the supplies of the factors of produc- 
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tion, the budget may be put in balance (or remain in balance) only 
by reducing taxes or increasing expenditures. The former releases 
additional funds to individuals and businesses which, when spent, 
can result only in the creation of production bottlenecks and price 
inflation. The latter would increase spending for goods which govern- 
ment buvs and thus produce the same results. We thus conclude 
that intt'lligfMit fiscal policy requires an excess of expenditures over 
receipts when national income is low or falling, and an excess of 
receipts over expenditures when full employment is approached. 

I.EVERACI-: EFFECTS OF EXPENDITURES 

The concept of the circuit How of incomes over a series 
of suceessi\e income periods has prepared us to consider the total 
effect through time of an initial expenditure in one income period. 
The effects of that expenditure will be expected to continue in some 
degree through successive income pcTiods, r(\sulting ovtt time in a 
total effect upon national income somewhat greater than the initial 
injection. Clurrent economic usage employs the term “multiplier” 
to refer to the succession of subsequent expenditures for consump- 
tion created by an initial e*xpr‘nditure. The “acec^leratioii principle” 
describes the siicct'ssion of subsequent invrsfjnrnt expenditures 
following from an initial expenditure. The two concepts obviously 
have a great deal in common, and can be combined for our purposes 
to describe the succc‘ssivT' wa\(*s of expenditure for consumption and 
investment proceeding from the original stimulus of an initial ex- 
penditure.’ ^ 

Suppose we assume that the marginal propensity of the economy 
to spend (for consumption and investment) is and remains at 1. 
This means that an additional dollar of income will be wholly re- 
spent, creating an additional dollar of income in ('ach successive 
period. The total contribution which this original dollar of ex- 
penditure makes to national income will be dctcTinined by the 
length of time considered and the number of “income periods” 
during this time. There is no diminution of its effc'ct from period 

This totul 1‘fh'ct upon both consumption and in\ estmenl is calh‘d “leverage” 
by Professor JIansen. (Fiscal Policy and Business Cycles, New York, Norton, 
1941, pp. 264-5.) 
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to period. Thus, assuming no “leakages” from the income stream, if 
one billion dollars of additional expenditure were made in Period 1 
by the introduction of new money, and if there were four income 
periods in a year, the total effect of the original and successive ex- 
penditures upon national income for the year would be an increase 
of four billion dollars. 

But let us assume that there are leakages— that the marginal 
propensity to spend is not 1 but %()• This means that of an additional 
dollar originally spent, 10% “leaks out” into hoards or net reduction 
of the money supply with each succeeding expenditure-income 
period. The total effect of the expenditure of an original dollar and 
the expenditures (incomes) resulting from it in successive periods 
would be as follows; 


Period 1 income from the original expenditure of $1.00 $1.00 

Period 2 income created by Period 1 expenditure .90 

Period 3 income created by Period 2 expenditure .81 

Period 4 income created by Period 3 expenditure .729 

Period 5 income created by Period 4 expenditure .6561 

Etc., until exhaustion of effects 

Total additioiml income created $10.00 


We find that, under the assumptions made, the original expenditure 
plus the successive expenditures flowing from it in successive periods 
gives total additional expenditures o\ er time of ten times the 
original expenditure.^'’ Had we assumed the marginal propensity to 
spend to be fl, the total effect would have been twice the original 
expenditure.^ 

A 

^"’Tlie general formula for the sum of an infinite series is: S = — , where A 

is the first term in the series ($1.00 in our example) and r the ratio of any 
term to its iininediale precleeessnr (9/10 in oiir example). 

Those readiTs lamili.ir with “iiiiilliplier analvsis” VA'ill reeogni/e that we hiw v 
in our discussion utilized tliat t)pe of analvsis to apply to tf)Lal spend- 
ing for eonsnniption and in\ eslinent, rather tlian to consumption ex- 
pendituie along. While the Keynesian analysis makes tlie “imdliplier” equal to 

, we have made our "leverage 

1 minus the marginal propensity to rnnsume 

coefRcient'’ (Hansen’s termiindogy ) or successh e spending multiple equal to 

; — - — . Those who wish to pursue the 

1 minus the marginal propensity to spend 
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The over-all effect of a given additional expenditure upon the 
level of national income will thus depend importantly upon the will- 
ingness to rt*-spend income. The total income-inducing effects of an 
original increment to expenditure will be large or small, depending 
upon the anticipations of producers and consumers. These anticipa- 
tions will be strongly influenced by the course of the business cycle. 
They may be further conditioned by the source or method of new 
spending. It is conceivable, for example, that the anticipations of 
product'i's and/or consumers might be adversely inflnencc‘d by the 
very fact that the new cxpcaiditurc program is undertaken by govern- 
ment. Wc shall have more* to sav about this aspect of the matter in 
the next chaptiT. But gi\('n tlu' proptaisity to spend, the leverage 
effects of new expenditure* by governnumt are c‘.xactly like those of 
new expenditure by jjrivate spenders. 

Let us relate* our analvsis more ch)S(‘ly to the inattc'r of a positive 
governmental expenditure program to promote* full employm(*nt in 
a period of underemplovnu‘nt. L(‘t us assimif* that a h*\el of income 
equal to $12 billion per income* perie)d will pre)vide full eniple)yineiit. 
Wc also assume (somewhat inaccurately) tliat we may depend upon 
a constant Icnad of private expenditure lre)jn period to perie)d of $10 
billion. And finally we assume that the marginal prop(*nsity to spend 
income (for consumptie)n cuid investment) is '^^oo thre)ughout the 
series of periods.^' Under thexse assumptions the necessary successive 
injections by governmc*nt into tlu* income str('am to inaintaiji a per- 
period level of $12 billion would be as shown, page 107. 

We n'ite'rate that the magnitude of tlu* rc quirc'd injections de- 
pends upon the propensity to r(*-spend. This propensity is not likely 
to remain constant through a series of income periods. The more 
important ingredient of the propensity to spend will be, in most 


rcfiiu'iiients of this matter are referred to P. A. Samnelsoii, “Iiileraetioiis Be- 
tween the Multiplier Analysis and the Piineipie of Ata eleration,” Review of 
Econuniir SlalisfK'S', May, 1939, p. 7511., and reprinted in in Busi- 

ness Cycle Tiiconj, Philadelphia, Blakistoii, 1914, p. 261 ff. 

There are elennaits of nnrealitv in this assumption. An increase in total na- 
tional ineome will likely lower the marginal propensity to consume, while it 
will likely increase significantly the indiieenient to invest. It appears im- 
po.ssiblc to generalize concerning the over-all effeit upon the propensity to 
spend. 
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Income Created by Private Spend- 
ing lO.O 

Period 1 Government Spc’nding 
Requirt'd (and its successive in- 
come edects) 2.0 

Period 2 Government Spending 
Required (and its successive in- 
come effects) 

Period 3 Crovernmenl Spending 
Required (and its successive in- 
come effects) 

Period 4 Government Spending 
Required (and its suc’cessive in- 
come effects) 

Period 5 Government Spending 
Required 

Total Immne Per Period 12.0 


Peiiad 

2 

(S billion. 

Income 

Period 

3 

billion) 

? 

p 

ES ni 

Income 

Period 

5 

(g billion) 


10.0 

10.0 

10.0 

10.0 

etc. 

1.9 

1.805 

1.714 

1.629 

etc. 

.1 

.095 

.089 

.084 

etc. 


.1 

.095 

.089 

etc. 



.101 

.096 

etc. 




.101 

etc. 

12.0 

12.0 

12.0 

12.0 

etc. 


instancos, the" propensity to invest. H the expenditure program is 
inaugurated in a period of falling producer anticipations (falling 
marginal propensity to invest), llie fall may be arrested and reversed 
by the spc^iKling program itself. In such instances the necessary 
successive injectitnis would he smaller than those indicated in our 
example, and could easily fall to zero, as private and “ordinary” 
government spendings provide a full employment l(*vel of income. 

Attempts to increase national income by expenditure of new or 
dishoarded money, or to head off potential decreases in national 
income by taxing hoards and coTivertiiig themi into expenditure, will 
be more or less successful depending upon the propensity of the 
economy to continue spending. If marginal propensity to spend is 
0 (marginal propensity to hoard = 1), aii increment of new ex- 
penditure will liave no effect after Period 1. Under such circum- 
stance's, govornmont could compensate for deficie'ncics in income 
and employment only by injecting new or dishoarded money into 
the stream etpial to the deficieiiey in each income period. On the 
other hand, as marginal propensity to spend approaches 1 (marginal 
propensity to lioard approach(\s 0), the leverage effect of an in- 
crement cf new or dishoarded money is high, and an original in- 
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jection continues effective in the creation of national income for a 
longer time. 

The success of a spending policy in promoting a full employment 
level of national income is thus seen to depend upon that bundle 
of economic conditions which determine whether or not the economy 
is in a mood to consume and invest or to hoard. Indeed, public policy 
itself may condition economic confidence, and thus play an important 
part in determining the economic mood. We shall analyze this array 
of fiscal-economic problems in the following chapter. 

The student who has mastered the contents of this chapter is in 
a position to see the elements of truth in the economic “heresies” and 
paradoxes refreshingly overstated by Professor J. M. Clark: 

*‘The older economics had a kinship with Newtonian physics, while some 
of the features of the newer thought have at times been spoken of in terms 
of relativit}^, an expanding universe, or Alice in the looking glass. One must 
keep running to stay in the same place. Because the pendulum has been 
pushed out of plumb, it tends (at least for a while) to go farther instead 
(jf returning. Ten plus one ecpials thirteen, and ten minus one equals S(»\en. 
The way to increase the cftective demand for labor is to raise its price, 
making it cost th(‘ employer more to hire workers. We cannot employ all 
our young would-be workers partly because there are not enough of 
them— the population is not growing fast enough. Saving is a public vice, 
living beyond one’s means as a nation is the road to riches, and the crown- 
ing glory of economic science is the devising of a cojitraption for lifting 
ourselves by our bootstraps.” 

RECOMMENDED READINGS 

Hansen, A. H., Economic Policij and Full EmpJoijmcnl , N. Y., McGraw- 
Hill, 1947, Chapter 3. 

An excellent chapler on national product, national income, and the 
ingredients of aggregate demand. 

Naiional Income Supplement to Survey of Current Bn.sine.s’.v, fuly, 1947. 
Discussion of tJie statistical determination of national income. Es- 
pecially significant in view of the iinportanee of Department of Com- 
merce income figures. This pamphlet analyzes the method to be used 
in computing income from tliis date onward, and revises earlier figures 
to provide a continuous series. 

“Investment in Relation to Business Activity,” in Economics and Industrial 
Relations, Philadelphia, University of Pennsylvania Press, 1941, pp. 37-8. 



RECOMMENDED READINGS 109 

Hansen, A. H., Fiscal Policy and Business Cycles, N, Y., Norton, 1941, 
Chapters 11 and 12. 

Especially useful in combining the tlicoiy with the practical considera- 
tions involved. 

Chandler, L. V., Introductioji to Monetary Theory, N, Y., Ilar]:)cr, 1940, 
Chapter 6. 

Extremely clear statement of the saving-investment theory of income. 
Halm, G. N., Monetary Theory, Second edition, Phila., Bhikiston, 1946, 
Chapter 21 . 

Especially useful in explanation of the principles of the multiplier and 
acceleration. 



CHAPTER 5 


GOVERNMENT SPENDING 
TO PROMOTE EMPLOYMENT 


It is pr(‘siimecl to be iiiniecessary to arf^iie at length 
that undereniplovTnf'iit of the faelors of procluetion involves serious 
sacrifice of potential economic welfare,^ and that und('rejnployinent 
of labor in particular invob es serious hardship to a large segment of 
the population. This is a hea\y price for society to pay, and govern- 
ment of snc'h a society is constrained bv considcTatioiis of respc'ct- 
ability and responsibility to exert whatever influeiict* and povvTr it 
poss(‘SS(\s to mitigate or ]m‘veut imdt'iaanployment and its con- 
sequences. 

We liavt' seen in the previous chapter how maintiaiance of a 
high naticnial incojne recjiiin's that income })e sj)(ait to produce new 
income', fn this i liapter vve analyze the possibh' lorm ant* cdlects of a 
program of gova'rnment .spending to compensate lor dc'fieicmeies of 
prwatc expenditure and tt) generate increase's in private ''j^f'nding. 

CAUSES OF UNDEREMrEOYMENT 

Any governmental program calculated to mitigate or 
correct normal tendencies toward underemplovment must begin 
by careful analysis of the conditions which produce underemploy- 

' SL'iiLitor O’M.ilioiu'v, ill ti'sliinoiiv hoforL* ii siihc.()inminrt^ of the Semite Com- 
mittee on BtUikiiiiij 1111(1 C'urreiiey ( U. S. Senate, S. 3S(), 7ath Congress, 1st 
Session, (oly ^^0, 1915), (pioted figiire.s from the Bun'iin of the Census show- 
ing that the defieieney in national ineoine b(‘lo\\' the fidl (employment leN el 
bt'twe(‘n 1929 and 1940 represented ii los.s of produelion 1111 1 omit in g to $355 
billion. 
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ment. Otherwise the policy lacks direction even though ultimate 
objectives may be perfectly clear. We may distinguish two general 
categories of causes of underemployment: those associated with the 
shorter-term fluctuations of business activity, and tliendore employ- 
memt, whicli we call the “business cycle/’ and those associated with 
a “mature” economy, in which the fronticTS ol economic expansion 
have pushed far toward their elastic limit. 

The Business Cycle Business cycles are recurrent 
fluctuations of business aclivitv observable in statistics of output, 
income, and employment. Tlie cycle inoN cs from prosperity to de- 
pression and back again, not in a uniform .span of time, nor with 
a uniform degree of intensity. The detailed causes of the business 
cycl(‘ arc imdoubledly many and varied, and there' are many 
“theories” which attempt to explain it. These theories difler both as 
to kinds of causes and as to emphasis upon particular inllneiices. 

For analytical purposes the important thing is to study the move- 
ment from one phase to the next. This directs the analysis to con- 
sideration of the turning pr)ints— the change' from prosperity to dc- 
!)rf\ssion and from depn'ssion to prosperity. We know from all 
me'asnre's of business activity that ne'ltlur prosperity nor dt'pression 
has cvc'r l)een permaiu'nt. The funelamemtal qne'stie)n r^f business 
cvcle analysis is, Whv? 

j . j 

We sliall not atle'uipt te:) studv carefullv the areas of agre'cment 
and disagi'e’enu'iit among purtii'iilar c^ eh' thee)ries. l^ea' e)ur pnr])ose'S 
it is adequate te) .study causes and efle'cts at a level somewhat below 
the surface and somewhat above' the detailed de'ptlis oi particular 
aiiLilyse's. We' Ix'gin with the recognitiem that geiK'ral increase or 
dc'crease e)f production ajid employment is the result of conscious 
choit^e— it deies ne)t just ha])pen. In an economy where direetiem of 
the pre)ducli\'e proec'ss is in the hands of enle*rprise'rs who arc pre)- 
ducijig for more or h'ss reanote markc'ts, the choice to increase or 
decrc'ase' aviH l)e df'te'iniiTied by enterprise'rs’ ex])ectatiems as to the 
pre)sp«.‘ets fe)r adi'ejuatc re*turn. Tht'se ])rospeets are largely de'pe'uelcnt 
upe)n estimate's as te) the nature of future' elemand for pre)ducts. 
Rising demand, under tvpical conditions of “.sticky” costs, promises 
botli larger pre)fit margins and larger volume of sales, while falling 
demand produces the oppe)site consequences. 
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If profit cxpoctatioTis are rising, the urge to expand output to take 
advantage of improving markets results in increased employment 
of all types of productive agents— labor, capital, and natural re- 
sources. If profit expectations are falling, there is an urge to contract 
the quantities of productive ag(mts employed. If, as is unlikely over 
more than a very short period, profit expectations are constant, the 
tendency is simply to replace goods used up— inventories or equip- 
ment. 

The desire to expand, contract, or simply to replace has different 
and important conseqiieiiees at different productive lev(‘ls. The 
producers’ goods industries produce for markets in which their sales 
are (1) for replacement of capital goods constantly wcMring out, and 
(2) for net increase in productive capacity. The demand for their 
products is a “derived’ demand, and whether it is great or small 
depends upon the anticipations of other produetTS, most of whom are 
producing for consumer markets. Decisions to expand output result 
in demand for more producers’ goods; decisions to contract mean 
disappearance of demand for producers’ goods for plant expansion 
and a decline in demand for replacement goods. Decisions to main- 
tain production at a given level mean demand lor producers’ goods 
only for replacement. Thus a decision by a producer close to the 
consumer market to expand or contract, even by a small amount, has 
accentuated eflects upon the demand for producers’ goods. If in- 
dustry has been expanding, the decision to cease expansion is a 
contraction in demand for capital goods. This fact of magnification 
of derived demand is referred to by c‘C‘Onomists as the ‘principle of 
acceleration.” It accounts for the business cycle phenomenon of 
much more violent fluctuation of business activity in the producers’ 
goods industries than in the consumers’ goods industries. 

The business cycle contains self-gc'iierating forces which tend 
to terminate the phase of prosperity or of depression. In a pc'riod 
of prosperity anticipations - are rising. Markets arc expanding, and 

^ “Aiilii ipiilioiis ’ is lii-ru ns(’cl in tlie spiisf in wliii li it is used by Jiirnes W. 
Angell in liis Invcwtniciit aiid Business Cr/r/ev, New York, McGraw-llill, ]f341 
(p. 15). It is a c(>]leeti\e concept, indicating tlic uunibined inllnenccs upon tbe 
degree of opliinisin coneeniing tbe economic future, current need for lic^uid 
funds, tradition, and edncaticui and skill. It refers to tbe anticipations of both 
producers and c(jn.suiners’. 
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production expands by the employment of factors of production left 
idle during depression. The prices of goods tend to rise more rapidly 
than do costs of production, and profit margins are rising. Rising 
profit margins and expanding markets further improve the anticipa- 
tions of producers. Increased employment and wages, the accumu- 
lated demand for goods which consumers could not afford during 
depression, and the prospect of rising prices combine to increase 
demand for consumption goods. 

Why does this not go on indefinitely? There are several possible 
reasons, operating in varying combinations and degrees in different 
cycles. As the economy expands, costs of production must at some 
point increase at a rate which at least stabilizes profit margins, and 
may narrow them. When the factors of production apprcrach full em- 
ployment the prices of thos(' factors rise comparatively rapidly. This 
may dampen anticipations so as to lead enterprisers to stop expansion 
of productive capacity, which is the equivalent of a reduction of 
demand fSr producers’ goods. Or the crisis mav come whem the 
banking system has (‘xtended itself to the limit in financing expansion 
of production or consumption. When furthiT expansion is difficult 
or impossible, contraction in demand for producers’ goods occurs. 

Anticipations may cease to rise* or may fall because of production 
bottlenecks in the ex]:)ansion process, bv government eetion of a 
restrictive sort, by fear induced bv financial failures or defaults, or 
by oeeurrences in the international markets. These mav be termed 
external inHut‘nc(\s, as distinguished from the self-generating internal 
influences nuaitioTied in the previous paragraph. 

Whatever the cause or combination of causes, expansion slows 
down, with contractive efleets on some segments of the economy. 
Falling anticipations in these segments produce unemployment, 
retirement of debt, hoarding, and a general battening-down agaiirst 
the W(*ather which has cumulative and epidcnnic c'ifects upon the 
economy. This is recession and depression. 

J3ellation fc'cds upon itself, with declining national incoiiie from 
period to period. Prices are falling and costs of production fall less 
rapidly at first, causing more rapid narrowing ol profit margins or 
widening of loss margins. At some point in the decline adjustments 
will have occurred which arrest falling anticipations. Widespread 
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unemployment and competition for jobs may so reduce labor costs 
as to arrest the trend toward further unemployment. Idle funds and 
excess bank reserves may markedly lower the cost of loans and the 
standards required of borrowers. Inventories may have reached a low 
point where tlieir replacement requires replacement of productive 
equipment. Depreciation and obsolescence may have so reduced 
productive capital equipment as to create a m'cd for replact^nent 
on a significant scale, creating rcspcctalde new demand for the 
products of capital goods industries. Govemnnait relief and public 
works policies may check the declhu* in consumption or actually in- 
crease it. Or other aspects of monetary policy or recovery programs 
may produce the desired results. Whether the causes are internal 
or external, there will somc‘where b(‘ a Iowct turning point, at which 
point anticipations begin to rise. 

No attempt has been made to adjudicate disagreements among 
the proponents of particular business cycle theories, or to resolve 
differences of emphasis or point of view. But it is believed that the 
important influences, the internal and sclt-gem'rating and the ex- 
ternal and irregular, have been briefly brought intf) view. Btflore dis- 
cussing counter-cycle expenditure poliev we shall briefly describe 
underemployment in a “mature” economy. 

T/ir "Mature* Economy The “mature” economy has 
been dealt with in economic literature at arm s length, since* it is 
unpopular almost to the point of treason to go on rec'ord as accepting 
this view of the economy. In the United States, optimism has been 
such an important iiigrc'dieiit of the business stati* of mii'd that to 
sound a note of pessimism is generullv interpreted as cynursni or 
‘"selling America short.” This curious rc'action is in intert'sting con- 
trast to our willingness unhesitatingly to brand the cconomi(\s of 
other countries as decadent. Yet prolongc'd depn ssion, and pros- 
perity phases wliich produce less than full employnuuit, ha\e r.iisc‘d 
doubts which r(‘quire some consideration of fiscal policy // unemploy- 
ment turns out to be a permanent feature* of the economy. The con- 
cept of the mature economy runs in terms of limited opportunities 
for new investmemt. In an old country, without new land to be 
settled or brought into production, without new natural resources to 
be exploited, and with a relatively stable population, one type of op- 
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portunity for expansion of new investment disappears. The frontiers 
on which the economy may advance become intensive and not ex- 
tensive. During the nineteenth century the exploitation of new lands 
and resources, and production for a rapidly increasing population, 
resulted in an expansion of markets which produced a consistent 
shortage of capital for production. Under such circumstances there 
was no long-run danger of an excess of saving over opportunities for 
investment. Rather the exploitation of markets and resources required 
investment beyond the capacity of the American economy to save, 
and expansion was financed to a considerable degree by borrowing 
Irojn abroad. 

In an ('conoiny lacking possibilities for extensive expansion op- 
portunities for n(‘w investment must be found in the advance in 
technology, the substitution of new processes for old, the develop- 
ment of new proiluets, and in general the raising of the standard 
of living. So long as then' are large areas of human wants unsatisfied 
by economic goods, and so long as production by more efficient 
methods is pos.sible, the intiTisive frontier exi.sts. 

It is, however, not a satisfactory answer to call attention simply 
to unsatisfied wants and inefficient production methods. Unless 
enterprisers arc‘ willing to undertake production of new goods or of 
more old goods, and to adopt new methods of product) m, the op- 
portunities for ne^v iineslmc'nt do not in fact exist. And the situation 
is complicated bv the fact that an old economy may well be a high- 
income ecoiionn% in which propensity to save is high. Under such 
conditions opportunitic's for new investment must be extensive and 
rising, unless incrc'ased savings are to be hoarded and thus deflate 
the income strt'ani bedow the level necessary for full production. 

Monopolistic practices, such as restriction of entrance of new 
firms into the mark('t by control of patented processes or by other 
means, high price policies, and purchase and sterilization by hoard- 
ing of revolutionary techniques of produetion are destructive of 
expansion opportunities on the intc'usive margin. In the same 
category are monopolistic practices of labor in stre^tching work, re- 
quiring the employment of .stand-by laborers, and resistance to 
introduction of new products and processes. These practices are 
destructive of the only frontier remaining alter disappearance of the 
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extensive frontier, and thus promote the characteristics of “maturity” 
stagnation. 

A mature economy would be subject to cyclical fluctuations. 
However, at the peak ol the prosperity phase, equilibrium might 
be attained at less than full employment because of the high 
propensity to hoard, and periods of prosperity would be compara- 
tively short and infrequent. Net return on invested savings, after 
deducting for risks and the cost of invt'strnent, is inadequate to offset 
the liquidity preference of savers. In such an economy depression 
is likely to carry the curve of business activity to lower levels and to 
keep it there for longer periods of time. 

It may be concluded that the American economy contains some 
elements of maturity, even though it does not possess all of the 
characteristics of a mature economy. From the point of view of 
government expenditure policy, underemployment diagnosed as re- 
sulting from “maturity” would be given treatment essentially like 
that resulting from the business eycle, though in the former case 
the treatment would be prolonged and result in constant increases 
in public debt unrelieved by periods oi debt retirement. 

The treatment of underemployment— and deficient national in- 
come— in terms of government expenditure policy is discussed in 
detail in the sections following. 

COMPENSATORY SI’ENUING TN TITE CYCLE 

By compensatory spending we mean spending by 
government to offset deficiencies in private spending. On a modest 
scale compensatory .spending when national income is falling may 
be undertaken to offset further decline and to stabilize economic 
activity somewhere below the full employment level. Mf)re ambitious 
use of compensatory spending would im]iose upon government the 
obligation to spend in order to reach and maintain national income 
at the full-employment level. Finally compensatory expenditure in 
recession or depression may take plaet^ under conditions which 
reverse declining anticipations, encouraging private spending. If 
this occurs, the government spending is of the “pump -priming” 
variety; by artificial support of national income it both stands off 
further decline and promotes normal recovery. Compensatory spend- 
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ing thus implies substitution of government spending for private 
spending in order to maintain national income at a given level. 
When such a policy is pursued during recession and depression, it 
involves heavy government expenditure; during recovery tap^Ting- 
off of compensatory expenditures is indicated, and in prosperity 
when the rate of private spending is rapidly rising or dangc*roiisly 
high government spending may well (should) become negative, 
i.e., an excess of taxation over expenditure. Compensatory taxation 
will be discussed in later chapters; in the following sections wc dis- 
cuss compensatory expenditure under two sets of circumstances: 
(] ) anlicipations falling, and (2) anticipations rising. 

Case I: Anticipations FaUinj^ It will be recalled that 
''anticipations” includes both the anticipations of producers and of 
consumers. It thus is a composite of force's tending toward expansion 
(rising anticipations) or contraction (lalhng anticipations ) of private 
expenditures for coiisuniption and investiiK'nt. 

In the recession and depression phases of the cycle the ]n' 0 ]')ensity 
to hoard is rising. Producers are cutting costs to feasible limits in 
t('rms of current demand; they are using income to retire debt, main- 
taining minimum iiu eiitories, and not replacing dejireciating eqiiip- 
inc'nt. They arc placing theius('lves in a n'latively liquid position. 
Consumers are reducing consuinplion toward minimal I’niits, paying 
off debts when possible, and saving in highly licpiid lorm (hoards) 
to prepafC' for continuation of the evclical downswing, iji t(Tms of 
reduced current income and of unemployment. It will be noted that 
the propensity to hoard among producers and consumers results 
both in the retiremc'iit of loans (lu'w money) and the building up of 
liquid bank balances (hoards). The hoarding largt'ly occurs through 
inability of the hanks to find loan outlets for these* funds. 

Under such circumstances, the objective of compensatory spend- 
ing is to pump into the expenditure stream in any income* period 
enough government funds to offset the income which is privately 
removed from the circuit flow in that period. It follows that govern- 
ment expenditures must thus occur in increasing volume from period 
to period as long as the propensity to hoard is rising. This is the 
meaning of Professor Clark’s statement quoted at the end of the 
last chapter: “One must keep riiiining to stay in the same place.” 
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For under falling anticipations, private expenditure and govern- 
ment compensatory expenditures are subject to increasing propensity 
to hoard. The leverage effects of both private and public expen- 
ditures are low and falling. It should be e\'ident that compensatory 
expenditures should be injected into the income stream in such a way 
as to minimize leakages into hoards and thus maximize the multiplier 
effects. Several characteristics of such compensatory spending are 
thus indicated. 

1. Compensatory expenditures while anticipations are falling must 
be delh it expenditures; that is, current expenditures must be in 
excess of current revenues. This will naturally be the case, since 
under declining income government revenues will fall under 
given tax rates, while the new expendilurcs represent a nt't 
addition to total governmt'iit e'xpenditures. However, it is im- 
portant that re^ enues lall, as attempts to incTcase tax reveanu'S 
are \ t‘ry likelv to introduce a new and negative pressure u])on 
private sptaiding through their effect upon anticipations. To some 
it has appeared attractive to procure the funds for compensatory 
expenditure by taxation of hoards. In this way hoards would be 
traiishTred through government to persons wa'th high propensity 
to consume, thus accomplishing a higher degree of re-spending 
of income than wmuld otherwasr' occur. But hoards serve two 
useful purposes when anticipations are hnv. They frecpieutly 
represent a jd aimed response to the dcsiri' lor liquid savings, and 
if taxed aw^ay wanild be at least partially laqilaced by new hoards. 
Furthermore, thev help to hold inter(*sl rates down, crediting 
an atmosphere in the capital markets in which some borrowing 
can lake' place even when profit anticipations are low. Thus a 
progr^LiJi ol coiu]Raisatory expcauliture acc'oiu])auiL‘d by attempts 
to k('ep the budget eurrcutlv in balance* is almost ceatain to be 
accompanied by a further net dc‘crease in private expenditure, 
vitiating the effects of the public spending. The program must 
thus be financed by borrowing. 

2. Borrowing to finance* a ceimj^ensatoi'V expenditure program weiuld 
in most cases have le*ss negative e'ftect upon private preipensity 
to spend if lunds were procured out of “new money” created by 
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the banks rather than from individual savings. The “new inoney'^ 
loans extended by the banks to government shoald be created 
out of new member bank reserves made available by tht* central 
bank. This would obviate any tightening of bank credit (increase 
in bank loan interest or higher requirements for borrowers) to 
potential private borrowers for consumption or investment. It 
may be objected that if government were to borrow from private 
savers only on a voluntary basis such borrowing wtuild not com- 
pete with pri\'ate expenditure. However, whcai anticipatiuus are 
low and falling, interest rates must be low if private borrowing 
is to occur. Under high liqniditv preierences, borrowing by 
government from private sa\a'rs would likt'ly skim olF precisely 
those iunds which would h( available to private horro\Aa‘rs at 
lowest interest, or at least reduce* the excess of potential loanable 
funds which maintain constant downward ])ressure on intf'rest 
rates. 

3. In the interest of accomplishing maximum income rfvsults from 
a gi\eu expenditure, eompensatorv funds should be so spent as 
to he .siib]'(*ct to thr l(‘ast jiossihh* channeling into hoards. This 
principle would ecTtainly justify first ('xpenditurf* u])on projects 
(relief or othc'r) \\hich pul go\ (Tiiment-S]K*nt funds into the 
hands of thosi' who because of unc'mploymcait or low income 
would re-spend thc'ir new income* on cousunqition first, which 
increase is transmitt ( h 1 to investment for r(*]ilacenuMit or ('xpan- 
sion of jirochictive capacity. On the other hand, key inijirovc- 
ments such as Jiighwav construction, irrigation and watc*r power 
proj('c*ts may so la'duce costs as to cr(*alc directly expanded busi- 
ness investment for Tiiore economical production. Present knowl- 
edge o( the relative levc'rag(‘ t*lleets of e\]ienditure on altiTiiative 
ohjc'c ts is highly ijiadequate for planning purpose's; the principle, 
howc'ver, is clear: the original injection should take place under 
conditions conducive to the greatest amount of re-spending of 
these funds. Some further considcTation of this problem will 
be found in the* following chapter, although the reader is warned 
not to expec*t simpler and categorical answers. 

4. The program of compensatory spending must itsedf contribute 
as little as possible to the fall in anticipations. The psychological 
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or ‘confidence” aspect is material to the success or failure of 
the program. Confidence is an elusive factor, and it is extremely 
difficult to fort'cast thi' effect of policy upon it. It may be shaken 
by the impact of growing government deficit upon orthodox 
financnal mores. Genuine doulit concerning the ability of govern- 
ment to meet in the future its growing obligations, with the con- 
seqncait effects upon individual and institutional bondholders, 
may generate a lack of confidence. Uneasiness in view of the 
future high levels of taxation to mee t government debt obliga- 
tions may contribute to a lowering of anticipations. Fe'ar of 
punitive acts against the business community whose weakness 
or failure has caused dc'pression, and fear that government proj- 
ects will invade the field of pri\ate business, may reduce thi' 
leverage effects of both private and public expen dituix's. The 
amount of government money to be injected into the eeonomv 
in any period for compensatory purposes will thus depend in 
an important way upon the iiifluenee of the factor of confi- 
dence. 

Case II: Anticipations Rising We her(" assume that 
anticipations are rising; that the propensity to hoard is falling, the 
miiltiplicT is increasing, and through operation of acceleration there 
are growing opportunities for private inv(\stment. Under thest‘ con- 
ditions government will control its spending with a view to orderly 
expansion of the private c'conomy toward full employment. 

In the first stages of reeovc’ry compensatory spcaiding will re- 
main fairly high. Too rapid withdrawal ol government support of 
the income stream might wadi create premature recession Tlu‘ 
atmosphere should be conducive to the eontinual rise of anticipa- 
tions. Efforts to balance the budgc't should not be pressed stronglv 
at this stage, c-ithcT through major decrease of expenditure or in- 
crease in taxes. 

As recovery progresses on a firm foundation, govcTument injec- 
tions into the income stre^aTn should be ]irogressivc‘ly reduced. Just 
as in the downswing tht\se sueeessi\'e injections increased, so in 
the upswing they decrc'ase, although they cannot bt' allowed to dis- 
appear while idle capacity to produce' remains in the economy. 
While in the downswing the snceessivt* iiiji'ctions increasc'd because 
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of increase in the propensity to hoard, in recovery they may be 
allowed to decrease because of rising propensity to spend. Thus 
ill recovery the gap between current employment and full employ- 
ment would eventually be filled by private expenditure*; government 
may speed the closing of the gap by further expenditure. 

In the later stages of prosperity— as full employment is ap- 
proached— government will have retired completely from compensa- 
tory spc7}dinfi^. The level of government expenditures will be de- 
termined by the current cost of performing necessary governmental 
functions. The level of taxation will have increased, both from 
natural causes arising out of increase in national income and from 
increased tax rates designed to produce current surpluses and debt 
rc'tirement. As full employment is approached, confidence is vigor- 
ous, and takes increased taxes in its stride'. At this stage surplus is 
used to rc'tire a piirl of the debt incurred by the previous deficit 
spt'uding policy. 

Tax incrc'asc's will ajiply the brakes to too rapid “boom” expan- 
sion and tend toward stabilization of the* rate of expansion. This 
occurs in any income pc'riod by chaining oil into government a part 
of the inflationarv funds in the markc't, thus stabilizing effective 
demand. And to the* extent that tax receipts are used to retire debt 
in the hands of private individuals, these funds tend fo be redis- 
tributed to those with relatively lower propc'iisitv to eoiisnme. If the 
rate of increase in consumption is stabilized, the aect'leration c'lfects 
upon the produeers’ goods inchistri(‘s tc'nd to be stabilized. 

Failure of go\ eminent to eut expcMiclitures as full employmc'iit 
is approached would eontrilnite to the appearance of bottlenecks 
in the expansion process. As the factors ol production become rela- 
tively scaret' it is improper that government continue to compete 
with th(' private' economy for those factors. To the de'gret' that it 
dot's compete it contributes to the devt'lopment of bottU'iiecks, and 
helps to bid up the prices of those lactors. Go\ eminent itself may 
thus bring about a crisis in anticipations. 

Fiscal policy during a period of rising anticipations is thus con- 
ditioned bv (1) the rt'inotenevs of full employment, (2) the degree 
to which anticipations currently depend upon deficit spending. In 
the early stages of r('co^ cry both considerations indicate continua- 
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tion of deficit spending. In the later stages deficit spending gives 
way to surplus taxation, the objectives being to apply the brakes to 
the boom and to prevent excessive price increases while contributing 
little to the standard of material welfare. 

THE THEORY OF PUMP-PRIMING 

Our discussion of go^ eminent expenditures during the 
depression phase of the cycle has so far run in terms simply of off- 
setting private deficiencies in national income. The policy of ‘pump- 
priming” is basc'd upon the beditff that if public funds are injected 
into the income stream in sufficient cjuanlities and under proper 
circumstances they will reverse the tnaid of anticipations and gener- 
ate reco>'ery. This implies that the multiplier elh'cts will grow and 
that the principle of aceeleration will operate positively.'^ 

Whether or not a spending program can engineer recovery de- 
pends upon whether anticipations actually do reverse themselves. 
If spending reverses anticipations, the recovery can proceed normally 
through individual and business decisions to expand consumption 
and investment, although it will be speeded up in the earlier stages 
by continued government spending. The sheer weight of government 
funds spent for compensatory purposes may stabilize the anticipa- 
tions of consumers as a group. And if anticipations are momentarily 
constant while compensatorv spending continues, the propensity to 
hoard among consumers will probably fall in subseejuent income 
periods. This is tantanunmt to a rise in anticipations. Stabilization 
of consumption among a large group ol consumers at a tinu' when 
in\a*ntori(\s are low and ]irodueti(ai c(juipment impaired through 
failure to rt^place depreciation may w(*ll at least arrest the declining 
trend ol iiiA estment. if so, and government (^xjienditnre continues, 
a normal Recovery will likely set in. 

Whether or not spending can go beyond offsetting normal de- 
clines oi consumption and investincjit, and actually induee r('Covery, 
depends upon sevaTul factors. Expenditures must l)e relatively large, 

^ So that “10 plus 1 [will c*(|iiall Jo/’ as Cilailv iiu'iitions. 'J’lio pojiiilar emphasis 
upon puiiip-priiniiig and I he positive multiplier must not I'lieourage us to 
overlook the lact that “10 minus 1 ecpials 7.’’ Tims, eompensatory spi‘udiu[T to 
offset negati\ e multiplier elleets is erpi.illy impoitanl in welfare* terms with 
pump-priming. 
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and it must be understood that spending policy will continue in 
volume and in duration until such results are attained. Some or all 
of the factors discussed above must have successfully reduced the 
rate of hoarding and thus increased the multiplier. On the whole, 
a program of compensatory spending which is a little more than 
successful enough merely to fill in the troughs caused by de- 
ficiencies in private expenditure will almost certainly ha\'e some 
pump-priming effects. And exactly the same forces limiting the 
effectiveness of a compensatory program will make impossibh' the 
generation of recovery prior to the “normal" turning point in the 
uncontrolled cycle. 

It may be repeated that policy may contribute to the fall of 
anticipations. If such results occur, nol only will pump-priming be 
unsuccessful, but the operation of tlu‘ ntn’mal readjustment forces 
in the cycle may be postponed. In this case, recovery from normal 
cuises will come later than it would lia\e come without govern- 
mental interference. Great as are the possibilities for good in a 
spending policy, there are as well possibilities for e\il. The ii/pc of 
policy thus bc‘comes significant. It is not enough just to spend public 
money; the money must be so spent as to gtd the inaxiuuim leverage 
fdfect. 


CONDITIONS OF BUSINESS C’0\KTT)ENrE 

The success of depression fiscal policy is so dependent 
upon the behavior of anticipations in terms of “confidence ’ as to re- 
quire some observations concerning its culture. “Gonfidcnce" is 
dilficiilt to measurt'; it is even more difficult to assay. It is in essence 
personal, yet subji'ct to a remarkable amount of transinission from 
person to person. It is “catching,” and thus subject to giMieration or 
degi'iieration through salesmanship or propaganda. And it is by no 
means always foLiudc‘d upon reason. It is lostc*red by orthodoxy 
and weakemal by innovation which transgresses the boundaries of 
orthodoxy. Bi'canse it is so di'fiant of analysis, we an^ at the mercy 
not only of the genuine article, but also of unreasonable facsimiles 
of it. 

Confidence has its most critical influences upon counter-cycle 
fiscal policy during the period of deficit spending. It is then that 
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what appears to be an eminently promising program may, by run- 
ning afoul of confidence, either produce indifferent results or results 
distinctly undesirable. Since the alternative to government activity to 
induce recovery is waiting out the depression, it is important to 
study those factors and technitjues which show promise of making 
expenditure policy successful. 

Undoubtedly expcTience with a policy helps to allay fears of its 
cons equc ‘1 ices, particularly if that experience has been successful. 
But even if it has not been markeilly successful, the ability of hind- 
sight to point out weakiK'sses in lormer techniques will help to foster 
support on th(* next att(‘inpt. The American experience in the thirties 
has probably gone a long way toward allaying fears of deficit spend- 
ing in cojisiderable \olume during depression. Public psychology 
relative to n'liel expenditun* is similar to that relative to war— it 
is an obligation to h(‘ stoically assumed what(‘ver its expense. That 
expense is one of the co.sts of luaiutaining an economy subject to 
interniittcMit depression. K\p(‘nditur(‘s for relief are compensatory 
expenditure's, and are inje'cted into the di'clining income stream 
under circumstances fa\'orable to the objective' of ollsi'tting and 
possibly re\('rsiiig that decline. Popular acct'ptance of relir'f spending 
is at least U) a limitc'd de'gree tantamount to acceptanct' of deficit 
spending, fl deficit spe'uding lor ri'lief has become orthodox, public 
p.sychologv has gone a long way toward acct'jitanct' of govc'rninent 
as an aiixiliarv motor in tlu' economy. 

Th(' slu'c'r weight of economic literature explaining the role of 
govcrnuu'iit .spt'iuling in dc'presion is probablv a se'C'ond ^..^tor in 
promoting coiifide’iict' in such a poliev. Such an t'xte'nsi\(' arc'a of 
agrec'iuent among spc'cialists, not onlv as to the practical obligation 
of govc'rimu'ut, but as to the real possihilitic's ol success, should have 
conditioiK'cl [)iil)lic* confidence'. TJu' spc'nding c'xpc'iic'ucc of 1933-38 
did not ha\ c' the bc'iif'fit of articulate' tlicoretical siq)port such as is 
likely to exist in anv luture dc'pression. 

There is no doubt that studies ol the deficit speuding expt'riences 
of J933-38 liave pointed to conclusiniis \^ducli in the future will allow 
government to (‘uihark upon such a poJicy much bc'ttc'r prt^pared to 
avoid earJier inisfukrs hi tfu' tn'atnumt of the confidence factor. It is 
to be hoped that (1 ) tlu* ])oIicy will not be accompanied by tax in- 
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creases in an attempt to attain budget balance; (2) Federal Reserve 
policy will be directed toward the creation of new excess resiTves for 
the member banks, from which government will borrow; ^ (3) the 
policy will be accompanied bv’ the minimum of necessary pimitiv^e 
acts against business, either regulatory or comp(*titivc; (4) a real 
attempt will be made to sc‘ll the policy to the jnililic as a program 
of economic caigineering, by (a) stressing its recovery as dis- 
tinguished from its relief aspects, (b) marshaling the imprt‘ssive 
body of theoretical and statistical eviticnce favoring the policy, (c) 
guaranteeing expenditures in amounts and for the duration required 
to bring about recovery, and (d) ulili/ing a calendar ol jmblic 
works prt'vionslv determiiu^d upon and accenting those projects 
capable of meeting long-run public need. 

Some inteaest attaches to the experience of the United States with 
deficit spending during the p(Tiod lf)33-3S. Studies ol that ex- 
perience'' indicate that public spending was nvisonably succt'sslul 
as a coin])ensatorv device, that it pr(‘V(‘nt(‘d national income Irom 
falling as far as it otluTwise would have lalliai. Particnlarlv in 1934^ 
36, when d(‘fic‘it expcaiditiires were ivlatividv higli, jiublic S])ending 
was larg(‘lv rt'sponsible for marked lu't incr(‘as(' in national int'onie. 
Fnrthermt)re, the abrupt rednclion in espiaiditurt's in 1937 is re- 
garded as largely resjionsible for the ])r('cipitous nat'ssion which 
occurred in that ^a'ar and lasted ijito 1938. 

As a pum])-priming device, ho\vev(‘r, public exptaiditnrt' in the 
thirties must be regarded as almost wluilly uiisueeessfnl. Anticipa- 
tions did not rist\ as indicated by the lact llait ])rop(‘nsity to hoard 
appc'ars to have* rcanaiiK^d constant or to ha\(‘ incr(*ased during the 
period. Such prixate investment as did oecur appears largc‘ly to have 
been made simply to providi' productive capacity lor enrrt'ul con- 

‘ Tin's \\iJI 1)L‘ aceniiiplislic'd pjinc iji.illy In' open nitiiket jiiireliast^ nf s('eiiriti(‘S 
l)y tli(‘ KinltTal Kcsltm’ karjks. d licsi* pin uliasi's may l)f fioiii mraiilitr banks 
or troiii nulu icln.ik lLucI ]msiiii‘ssos. 'I lu‘ IU'Soia o luiuls paul out— 

wlu'llit'j to banks nr nlbc-rs -Hml llu'ir way nitn llu* immibiT l)anks. As tlicsi* 
now liinds are doposilocl by moinbor banks w'ilb Fodiaal Hosorv c* l)anks, lU'w 
li'gal rosiTves are croated. Reduction of reserve requircnnmts is another 
possil)]lity. 

See James W. Angell, Invcslmcni and Biisinc.^s Ca/rb .s, N. Y., Me(auw-l\ill, 
1941, pp, 221-34, and Sherwood M. Fine, PiihJic Spenr/ing and Fast War 
Economic Policy, N. Y., Columbia, 1911, Chapter G. 
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sumption needs, and did not represent investment for expanding 
future output. 

Must we, tlierc'fore, conclude that there are no pump-priming 
potentialities in public* spc'iiding? Generalization from the tme ex- 
perience with something approaeliing a pump-priming project is 
extriMiK'ly dangt'nnis. To say that pump-priming is always doomed 
to failure hecause it failed in J 933-38 policy is comparable to the 
generalization: “All Indians always walk in single file; at least the 
oiily Indian I ewer saw did.” 

Certain characteristics of the 1933-38 policy may be specifically 
criticizc'd as mililating against its possible success. First, it was half- 
hearted. E\pt*nditur(\s were not large emough in 1933-34 evem for 
coinjRaisatory (‘xjK'uditnres. All through llie period deficit e\\- 
peaiditTiK's were made primarily with a view to relief, and only 
secondarily was tlu' hope e*\presse*d that as a by-product the 
economy might be' slriMigtheau'd. lleficit (‘xpe'iuliture's were' nsuallv 
accompanie'd liy protc'st.itions that atte'uijits should bc‘ made to 
balance the' budget in e'aeli n(‘\t fiscal y(‘ar. This is hardly conducive 
to a rise in ])ri\ ate anticipations; what is re'ejnire'd is tlu' pledge' that 
the auxiliary motor ol go\ (*rnm('nt will pro\idc supjxrt as long as 
required and in the amounts n'ejnirt'd. Second, the constant dread 
of a seric's ol mibalaiu‘e‘d budgi'ts and the d(\sire to redre^ss in- 
eejualitie'S in income leel to re'lati\(‘ly high income and commodity 
taxation. d1u‘ i c'verse t\ pt‘ of coinpe'iisatory tax ])olicy ^^^as indicafe^d. 

Third, the' spt'nding program was haphazard. Tlie very newness 
of th(‘ polie\' ol dedic'it speiuling meant tint no jirogram of ]mblic‘ 
projf'cts was re'ady to b(' unde'rtaken. Tlu're was a gr(*at de:d of 
fumbling lor recox'tav te)oK. Attempts to lorce* reemployinent at 
higher waiges imdc'r NllA ware hardly eadenlati'd to raise* (‘iiiployc'rs' 
anticipations, en under tlu' artificially ge'ue'rate'd c'nthiisiasin for 
reco\ery rt'flc'C'tt'd in parade's. And genernme'nfs (juid pro quo to 
business (or pledge's to hire* more mc'ii at higlur wage's wais code's 
of “fair ce)mpe'titie)n,” w^hieb in prac'tice nu'ant (and still doe's mean) 
the antithesis of conipe'tition. The consetpu'uce was price* rigidity 
which is an arch-enemy ol adjnstnu'ut in the busine'ss cycle. Tlie 
gold policy and the seaittling of the* World Economic ("onfe'ience in 
1933 riglitly or wrongly suggested the probability of mone'tary and 
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trade manipulation, the nature and results of which could not be 
forecast. Social Security, inaugurating a new concept of labor welfare 
and a new crop of taxes, was not geiKTative of ctuifidence in the 
breasts of business enterprisers. Contributing siniilarlv to the decline 
of producer anticipations was the National Labor llelations Act, long 
overdue but ill-timed for success of a pump-priming project. 

No opportunity is sought to criticize the reform measures per se 
taken during the thirties. The timing was unfortunate from the point 
of view of eoimter-cvcle fisc-al policy. It can be convincingly argued 
that it was "then or ue\ er. ' For our purposes, howe^’eI^ the im- 
portant point is that many major reforms are now on the statute 
books and intc'grated into the economy. Major reforms pf'nding 
adoption should be adopted— pro\ iding they are gennine reforms— 
during the phase of fuller employment, and not allowed to col- 
lide with counter-cycle spending policy when anticipations are 
low. 


C:0?iirKNSA1'ORY SPENDINC IN A "mATURk” ECONOMY 

The t‘on.secpnmct‘S of “maturity," which was described 
early in this cha]iter, are an economy whose periods of pros- 
perity may stop short of full employimait and whose periods of 
depression \ uM b(' longc'r and dei'per than those of an expanding 
economy. Tlu'se n\su1ts are commonly termed “secular stagnation’^ 
by eeononii.s^s. 

Connter-cyc'le fiscal programs discnssial earlier in this chapter 
are generally applicable to both "mature’ and expanding economies 
lor id(‘ntical riMsons. Tlu' (‘\c(‘ption is that dtdicit s]K‘nding eyen at 
the top of the cych* is necessary in order to promote* full employ- 
nu'ut in a naturally stagnant economy. Thus, the* prospt'ct is for 
p(Tsist(‘nt goyernment deficits and constant additions, though by 
^ arying incTf*mt*nts, to national debt. 

I’he difficnlt^^ as in the* cast* of cyclical reduction in income, lies 
in the inadequacy of invt'stment from savings. The solution— if, 
ind(*t*d, th(*re is any -li(‘s along one or both of the following lines; 
(1) cliannt'liiig of the (*xcess of savings ov(*r ^n^es(rnent into con- 
sumption, or (2) increasing the attractiveness ol inv(\stment. Both 
of these aim at reduction of hoarding. And as before, each may be 
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thwarted by a decline in confidence which, taken by itself, reduces 
anticipations. 

Contemplation of the prospect of continued annual deficits might 
well have accentuated adverse influences upon anticipations. On 
the other hand, if reasonably considered, such a policy of govern- 
ment inv(‘stment in national product is economic— and identical 
with similar private investment— so long as the carrying charges on 
the debt incurred are not equal to or in excess ol the income 
generated. 

It is necessary, however, to keep in mind that tlu' levtTage effects 
of public spt'uding in an econoniv incapable of reaching full em- 
ployment under its own pow(T are r(‘lativt‘lv low. Thertffore, the 
effects of a given increment of public expenditure are short-lived, 
v'hile service costs on the debt incurred will probably continue 
beyond the effe(‘ti\'(’ness of the t‘\p(‘nditnre. As coinptaisatory spend- 
ing continues, it is re(jiiired to generate' net increase's in natie)nal 
incenne te)ward full e-inplewment or to maintain a full-e'inplovment 
level of ince)nu' against the* ineninting frictie)ns caused bv de*bt in- 
crease. The epiestions e)f the burde'iisomeiu'ss ol a piiblie* eh'ht, anel 
the nature of the limits te) the size ol possible debt, will be discussed 
in a latc'r chapter. Fe)r the prc'sent it is well te) keep in mind that an 
internallv he'ld ])ul)lic eh'bt is ne)t “burdenless, ’ as some have claimed, 
even though its practicable limit has be'en she)wn to be lar beye)nd 
that pre'dicted by the “orthodox” view. 

The long-run possibilities of attaining and re'inaining at a level 
of full emplovnu'nt in a “mature'” e*conomv are thus discoiirftging, if 
deficit sjK'iiding bv ge)VL'rnment is ce)nsidi're'd alone. Extra-fiscal 
measures appe'ar to be the* e)uly enies pre)inising long-iim saKation 
frenn stagnatie)n. For il the extensive margins of ('xpansion are gone, 
the intensive margins still possess almost nnlimite'd potentialitie'S for 
expansion. And the obstacle's to expansion on the intensive margin 
arc restrictive polic'ies of “saving the market,” where pionec'ring is 
blocked because “possession is nine points of the law.” 

EVALUATION OF COUNTER-CYCLE SPENDING 

The propensity of the private economy to create booms 
and depressions is a fact clearly demonstrated by past experience. 
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There appears to be virtually no hope that private enterprise can 
itself stabilize business activity and iron out these fluctuations. The 
alternatives are thus to utilize government resources to mitigate or 
correct underemployment or to accept cyclical underemployment 
as a long-term social cost of the profit system. The difficultv with 
the latter is that this social cost is too great to bear. A ri‘petition of 
the experience of 1929-33 would very likely result in abandonment 
of the private enterprise system and democratic government, simply 
bc'causc the cost to the whole society is unbearable. 

The ideal is, of course, full employment in the private economy 
made possible by full employment— f.c., a national income at a 
reasonably full employment lev(‘l being re-spent for consumption 
and investment to create national income at a reasonably full em- 
ployment level in the next period. The fact is, unfortunately, that 
this does not normally occur, as is indicated by wide fluctuations in 
national income through the business cycle. The function of com- 
pensatory fiscal policy is thus to save the private economy from 
itself. The question is. How effective can fiscal policy be in accom- 
plishing these results? 

If counter-cycle spending policy is highly successful, it will in- 
duc‘e recovery from dt'pression. If less suceesslul, it will halt the 
downward course of total spending and thus mitigate depression. 
In terms of welfare the second is hardly less important than the first. 
If unsuccessful it will actually induce furtheu* depr(\ssion. The degree 
of success depends upon the effect upon private antieijiations. 

The potentialities for success are great, while the possibilities of 
total failure are meager if attention is seriously dirt'cted to the factors 
causing decline in anticipations. The chief obstacles to success are 
lack of clear purpose on the part of government and the threat of 
decline (real or self-gcuierated) in private confidence. If the first 
obstacle is overcome a long step will have been taken to mitigate the 
second. If the intent of the policy is made clear and the logical back- 
ground of the policy is understood a seriously destructive decline 
in anticipations is not likely. It must be kept constantly in mind 
that high public debt, high levels of taxation, and strong central 
government have come to be widely accepted as ine\itable for the 
future. And the supposed dangers associated with high debt and 
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taxes and stronf^ ftovernmont have not materialized to a significant 
degree in recent experience. There is a great deal of evidence upon 
which to conclude that a policy of counter-cycle expenditure in 
future d(‘pr(‘ssi(jn is both inevitable and far more promising of 
success than whf‘n tried half-heartedly and with a good deal of 
bungling in tlu* nineteen-thirties. 

Since ibcae is strong evidence that doubts and opposition will be 
much less strong in future attempts, particularly if practice of the 
policy is successful, a ne^w danger arises. Fiscal policy as a counter- 
cycle weapon may become too easy and too popular, blinding us to 
the need for particular remedies. If basic corrections are required- 
such as control of monopolistic practices, improvement of banking, or 
development of scaisibh* international economic relations— the (‘ase 
with which fiscal policv may atone for specific e\ ils mav postpone the 
undertaking of tlu'sc' lU'ct'ssary corrections. For successful fiscal 
policy may act as a drug, deadening specific pain, and thus dull our 
awareness of tlu' critic'al long-run need for surgical treatment. 
Although study of t'xtra-fiscal problcans is outside the compass of 
this book, awarcnc‘ss of their existence is a prerequisite to sound 
fiscal iiolicy. 
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CHAPTER 6 


PLANNING PUBLIC EXPENDITURE 
PROGRAMS TO PROMOTE 
EMPLOYMENT 

THE ROLE OF PLANNING 

Previous chapters have analyzed the possil)le contribu- 
tions of fiscal policy— on the expenditure side— to national income 
and welfare. We have seen that it is not ('iionnh simply to spend. 
Spending iiinst be planned so as to accomplish the greatest possible 
iniilliplier and acceleration elfects. 

The first st(‘p in planning eounter-evel(‘ ('\]>enditnre ]^rogranris is 
to declare forthrightly the intention of go\(Tnm(Mit to stabilize* eco- 
iioni'c actixity at or near the full employment Ic'vel. In the (‘xperience 
of tlu* thirties, failure to make sneh tleclaration undoubtedly dc^- 
tractc'd from the* efiec*li\ enc\ss of s])('nding. In public nttt'rances the 
policv was usually charactcTized as a hiiniaiiitarian program for the 
necessary relief oi the needy. In the abscaicc of clear dc'clarations of 
intent to promote recovery, clisagrec'ments among the spcaidiiig 
agencies were popularly interpreted as personal contc'sts for power, 
or at bc'st bureaneratic inc’oinpcTenee. Payment of relief wagc*s above 
a bare snbsist(*nce leved and employment of persons not V(*t in dire 
need were variously interpreted by the public as ])unitive c'xpeditions 
against business, ‘‘natural” inefficiency of government as administra- 
tor, or the use of public funds primarily for an immense program of 
political patronage (“spend and elect”). The President’s remark rela- 
tive to the recovery of 1934-36, “wc planned it that way,” was not 
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SO convincing as it might have been had most citizens been aware 
that any such plan had existed. 

Forthright acceptanct* by governmt'iit of a continuing responsi- 
bility for the maintenance of full employment would itself bolster 
aiiticipalions tending toward decline. In addition, having committed 
itself to the policy indicated, the governiiK'nt will find the way 
cleared for careful and intensive preparation for implementation of 
that policy. Thus, if gov^Tiinienl is coinniitted to a program of ex- 
tc‘nsive public works when business begins to dc^cline, greater im- 
petus is giv(Mi to preparatory planning of these works before the 
event. It camiol: be o\aTemphasiz(‘d that the more fumbling with a 
spc'uding program tlu' greatc'r th(‘ potcaitialitii's for lailnre. 

Once committed to a coiiiiler-cycle fiscal program, decisions on 
an array of problems must b(‘ made. Throngh what channels should 
governiru'nt limds be in jeweled into the ec'ouomy in order to obtain 
the* most satisfactory r(‘sults? Assuming that public works will be 
iindcrtakiMi, what aia^ th(' prinei2^1(‘S in\oKed in proptT sc‘l('etioii and 
timing? How can tlu‘ maxiinmn of elasticity b(‘ built into the pro- 
gram, making it possible' to m(*et uuemplovment when and where 
it occurs? How can tlu' amount of spending rt'fjnirerl be determined? 
How ean fc'deral plans be integrated with those of state and local 
govern mt'i its? 


METHODS OK SPENDING 

Thrt'e channels exist through which government funds 
may be injected into the income stream during periods of unem- 
ployment: 

1. Home relief 

2. Unemjdoyment compensation plans 

3. Work projects. 

It has sometimes bren argued that a fourth method of injection is 
that of tax reduction. In this view, tax reduction releases private 
funds for private expenditure, and to the extt'iit that additional 
private expenditure occurs, governmental expenditures can be 
smaller. We have recommended tax reduction as an accompaniment 
of public spending in Chapter 5. While anticipations are falling, it 
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is highly doubtful that tax reduction can be very effective by itself 
in halting the decline in private spending. It is useful, however, in 
helping to create a climate in which spending by governmeTit may 
be more effective. But though compensatory taxation is an essential 
part of compensatory fiscal policy, it is not public spending, and we 
exclude it from our present analysis on those grounds. 

Home Relief Home relief is distinguished by the ab- 
.scnce of any work rerpiirement. Persons qualifv for such relief bv 
meeting the administrative criteria of need. TIu've are, of course, 
some types of need which must be met by this lorm of relief. In 
cases of old age or physical or mental incapacity for work it is (‘vi- 
dent that no work requirement can be imposed. Some ablc‘-bodied 
persons may reasonably be excused from performance of labor whtai 
tht'ir situations require that they remain at home. Needy mothers 
with dependent children are a case in point. In cases such as those 
incaitioiu'd the only alternatives to home relief are private charity or 
no relief at all. 

"Hie advantage of home relief as a channel for the injection of 
public funds is that, given proper definition of need, substantially 
all of the government funds so spent will be innn(‘diatt*lv re-spent 
for eonsumption. Some part of tla'se funds will he used lor rc‘tire- 
ment of personal debt. Sinee the propeusitv ol these groups to con- 
sume is much high(‘r than that ol the geni'ral average' ol the popula- 
tion, the leakage in the first income period is practically zero. Does 
it follow, tluTcfore, that the able-bodied unemployed should be 
added to the home relied rolls during ]ieriods of unemployment? 
The general answer must be in the negative in spite of the relatively 
high multiplier ('ffeets of such expenditure. The real disadvantages 
of homt' relief are (1) its distastefulness to recipients, and (2) the 
loss of production involved. It is unpleasant to rc'gard oiu'self as a 
charity case, and in most instances it is d(*strnctive of personal 
morale. Thus, considerations of moral valiu'S in puhlie welfare dic- 
tate that relief of the able-bodied unemployed should be provided 
by giving them something useful to do, il such projects cari be found. 
The loss of potential production from subsidized idleness constitutes 
another strong argument for useful work proji'cts. Ilowc'ver, it must 
constantly be recalled that the objective is to create incomes in such 
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a manner as to realize the maximum multiplier and acceleration 
effects from public spending. Alternative channels for injection of 
funds are preferable to home relief only if their income-creating 
effects are high. 

Vncitiploipncnt Compensation Unemployment com- 
pensation i\s a channel for introducing public funds into the ineomc 
stream tliflcTS from home relief on two counts. In the first place, un- 
employment benefits are paid from special funds accumulated by 
taxes on payrolls, while home relief funds must be taken from the 
general funds of the treasury. In the second place, benefits under 
unemploymrait compensation are not normally tailored as closely to 
indi\’idual need as are home relii‘f pavmeiils. 

The significance of the first has several aspects. The depressive 
effect upon personal morale of home relief is not present in unem- 
ploymc'iit ('ompensation. Tht* muanplovment compensation r(\ser\e 
fluid having hem bnill up by .s|it‘ciid taxc's (“premiums") during the 
period of employmc'ut the unemploveLl worker rightlv feels that he 
is n'cci\'(ng in bemdits only what is due him.^ The cjuf‘Stion naturally 
arises wheth(‘r a systcMii of ndief payments based upon special tax 
collections fulfills th(' r(*(piiremeiit that spending in deint'ssion be 
deficit Sjic’Tiding. A jiarlial answer is that miemplovment taxes are 
automatically adjusted as canjilovment rises and falls. For the taxes 
are upon payrolls, ^^hich fall during depnxssion on account of (a) rc^- 
duction in tlir uumh(T ol employed pcTSons and (b) the normal 
tendency for wages to fall during depression. NeveTtheless, although 
tlu' amount ol pa\ loll taxes ]iaid rises and falls as tanploviur'ut ris('S 
and falls, theri‘ is good argument lor eliminating these taxes en- 
tirt'ly during periods of severe uiuanploymeiit.- The second dif- 


^ This is not alli'n‘cl by llu’ faut tlial siuli liixcs lire upon the eniployer 

nitluT Ilian llic LMiipluv t-c. bnr it is coiiLi'di cl lliat tlu' tax is mil fiiiallv 

bunir by lUv I'lnplini'i, l)ut prim ipally sliillt’d tn tlic einpln\ ce in fnrin of 
li)\yi] wagi s and ]iaiLly sliillod to llu* Iniyor of llu' firm’s product in the form 
ol higluT prii't's. In the l.ittov case iho oinplo^oo can considor the public’s con- 
trihiilion to the niu'inplov ment eompeiisation system as an rlemeiit of cost of 
prodnetinn wliieh bin I'l s must bear in order to have the product. This matter 
will be eonsitlen'd fnlb’ in a later cliapter on elnplo^mu'llt taxes. 

^E\eu it jiayroll taxes are not elinnnaled during periods of high unemployment, 
the excess of benefit payments over eiirrent tax eolleetions represents deficit 
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fercnce between unemployment compensation and home relief is 
that payments under the former are normally less nicely arljiisted to 
immediate need than are the latter. This dilference is sipnilicant in 
terms of the probability that funds paid out will be re-spent by the 
recipients and thus remain in the income circuit. Under unemploy- 
ment compensation, a person is reqiiir(*d to be unemployed for a 
stated p(‘riod (usually two weeks) before h(' is elipible to collect 
benefits. There is no guarantee that the reci]nent of benefits will, 
dnrinp this waiting period, have so exhausted his priv^ate resources 
that his l)enefit payments will be immediately and totally spent for 
coiisumpLion. Further, such L'enefit payinf'iits are normally some- 
what larger than home relief payments, which may enc‘ouragc’ th(' 
recipient to lay aside (hoard) a part of his reci'ipts. This is partic'u- 
larly true in \ iew of the fact that unemployment compensation bene- 
fits tcTininatc' at the* caid of a staled ptTiod.'^ lla* possibility that 
unemplovinent may continue btyond tlu' benefit period may well 
encouiage saving ol^ a portion of current benefit ])aA ini'nts in highly 
licjuid form for lat(T c^xpenditiire. Our conclusion is tlKTelore that 
the jn obable niuUijilier c‘fiects ])er dollar of go\d'nment fimds paid 
out are smalhT in the case of uiiemployiuent compensation than in 
the ease ol home relief. Tlu' important consideration, however, is 
not the ])ro]')eiisitv to spc'iid ])er dollar of beiifdits r(^CLa\ tal, but rather 
the total iuctane createil l)y the expendituri*. If the reei])ieut of un- 
eanployment c(an|)ens'itioii rtarives benefit payintails of $iS0 per 
month and has a propensity to spend of 4/5, the amount spent 

s|KMicliiig. For llif ri’soivo accumulations in goiul tinu's am in\ (^sted in gov- 
ernnu’nL dcl)t, wJ)ich nu ans tliiil tlic Irctisuiy spends tlii'se funds for current 
expLUses or debt i etii eiiieut, ruing its pioiuises to pay to tlie rescr\ c funds. 
In dcpressi(jn, li([uidalion tjf tbese promises to pav f seeurilic's ) jueaus tliat 
the trr'asurv raises tlii^ luiuls from general sourc(‘S, almost ccrlaiuly by 
borrowing. 

^ This is neeessarv because iiru'inplovTnc'nt is not an “insurable risk.” It i.s im- 
possible to deteniiiiie the timing, duration, or (wteul of uiicuijdoMucut, and 
therefore impossible to deltrmiiie “premiums” wliieh will cover benefits for 
tile whole period of uiieniplovnient. For this riasnn llie plan collects taxes 
during employment and guarantees benefit payments for a st.ited period of 
unemployment, realizing that even this limited guarantee is possible because 
the general funds of the treasury may be called upon in emergency. Tims it is 
not unemployment “insnranee.” 
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(probably for consumption) in the first period is $64. If the recipient 
of home relief receives $40 per month and has a propensity to spend 
(for consumption) of 1, the amount spent in the first period is $40. 
Thus, comparison of propensities to re-spend is useful only on the 
assumption that the amounts available for re-spending are sub- 
stantially equal and that the numbers of recipients arc substantially 
equal. 

On balance it appears that if government were to pay out the 
same total of binds to the same group of persons over the same 
period there would be no substantial difl(Tenee in the propensity to 
re-spend, whetlier the funds were paid out as home reliei or as iin- 
eniploynienl compensation. This follows from the lact that pro- 
pensity to sjiend is d(*termined by the economic situation of the 
recipient and not the method by which his relief funds are paid to 
him. Tliis being the case', the morah* factor looms large in establish- 
ing a prelcTe'iice lor imemplovme'nt compensation. 

We have so far compared the two me'thods of injection in terms 
of the immediate results during a pc'riocl of unemploynK'nt. We 
cannot ignore, liowevcr, the longer-run advantages of unemployment 
conqiensation u])on the h'vel ol ex])('nditurc‘. The knowledge that 
there' are be'nefits axailabh' in case' oi mu'mplovme'iit will certainly 
encourage a higluT le\(‘l e)f spe-nding during the pcrieid of employ- 
ment. The' cemtribntiein eif an muMiiployment compensation plan to 
the se'curity eif a worker le\ssens the ie*ar-iuspire‘d hoareling which 
wool el otlu'rwise occur wlu'n rece'ssiein sets in. Feir if the weaker sees 
uneanplewment greiwing arenmd him, anef if he feels that he must 
e'ither support hiinse'lf or fall back on public charity eliiring the 
pene)el e)f his preibable unenipleiyment, he' will be e'licemrageel to cut 
his s])e'neling immeeliatelv to a minimum in orde'r to accumulate 
private reserve's. This in itse'lf is a contribution te) recessieni, since 
his accumulatiems will probably lie ielle as ]ie)ards. 

The longer-run stabilizing eifect upon the rate of spending of an 
unemployment ce)mpensatie)n plan recommends it in preference to 
home relief. Its effects upon the morale of the individual further 
recommend it. The differences between the two plans with respect 
to multiplier and acceleration effects are negligible. On the other 
hand, there must always be home relief for a portion of the de- 
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pendent population who cannot feasibly be included in the uiiom- 
ployment compensation system. 

The question still remains, however, granted the superiority of 
unemployment compensation over home redief for most unemployed 
workers, is it superior to work projects? Unemployment compensa- 
tion does support idleness which might be lurned to production; and 
il the period of unemployment extends beyond the period during 
which compensation payments are guaranteed by law, the gap must 
be filled either by the equivalent of home relief or by work ])rojects.^ 
Work Projects Work projects are distinguished by the 
requirement that work be performed in return for government funds 
received. For purposes of our analysis it is useful to distinguish two 
general classes of projects: (1) work relief projects, and (2) public 
works. 

Work relief projects arc designed to provide employment to 
otherwise unemployed labor, the intention being to pay out the 

l'h(' Irequent a priori assorlion that niiemploymf^iit Lonipt'nSLition oncniiraprs 
idlciu'ss unci niuliiignring has not bt'eii c'OiiiichTi'tl for tlu' .simple rcMson that it 
is not ti siTums' danger. Experienoo ha.s not dt'monstratt d it to ht* a fact. The 
IjigJifT iiioonu' return from finployinciit than horn conipon.salion In'iiofits, the 
roqiiirod waiting pciiocl Indoiu hoiudil p.qiiu'iils liogin, ami the rcMpiiromnit 
tliat public rrnploymcnl offices ciTtify weekly to thc’ nnavail.ibilily of an 
appropriate job lielore bcnelits can be paid, combine to reduce the danger of 
lualingeriiig to tiie point of eliniinatioii. There is, however, a danger in im- 
cmploNiJienL eompi'iisalion tliat the availabililv of Inaudits may act to pr(‘\ erit 
ncet^ssary llown^^ard wage adjustments during depression. ( Joiisiderable dis- 
agreeiiuait i*\ists a.s to wlicther wages should be* allowed to fall or lie pr[‘\eiited 
from falling during leeession and depression. The argument for the former 
runs in tiTiiis of the eosl-priee adju.slinimts necessary in order to improve the 
profit and loss prospects of production in the immediate future. The tendency 
of costs to fall more slowly than pi ices undoubtedly eontribiiti's ti) a fall in 
producers" antieipatiiuis and thus to discouragemimt of production. 

The argument for the latter points to the desirability of maintaining con- 
sumption at a high level, wliich cannot be accomplished il the anticipations 
of consuiufTs arc falling. The prosjn^cts of lower prices in the future and 
probable imminent unemployment combine with fidling wages a.s contributors 
to falling L-onsumer anticipations. 

On balance it appears reasonable to conclude that if wages are allowed 
and even encouraged to fall with prices, consumption by employed laborers, 
mLa.sured in physical units, need not fall markedly. And if the effect of falling 
wages is to create l(\ss unemployment than would occur under rigid wages, the 
number of cmploy(‘d laborers purchasing for consumption is larger than it 
would have been. 
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maxiinum portion of the appropriation for wages. Projects in this 
category are roadside improvement and beautification, clearing and 
maintenance of pul)lic lands and forests, traffic surveys and similar 
factual studi('s, art and thc'atre projects, and the like. Payments from 
public funds are made for personal service, with the minimum neces- 
sary amount for tools and materials. Such projects, typical of the 
activities of tlu^ federal Works Projects Administration in the thirties, 
are normally planned and administered by government agencies, 
oflc’ii wilh llu‘ df'C(‘ntralized administrative assistance of existing 
public and seini-p\iblic personnel. 

Public u'orks projects include the construction of capital im- 
prov(‘m(aits of a more permaiuait naturt‘, such as dams, highways, 
l)attl(‘ships, and public buildings. During the thirties projects of 
this tvpe were carried on by the federal Public Works Administra- 
tion. In most ease's public works construction is performed undt'r 
contract bv priv.ite concerns for government. Characteristic of .sucli 
projects is tlie large proportion of public funds spent for materials 
and equipmc'nt. 

We may make tlu‘ catt'gorical stat(*m('nt that work projects of 
a '‘boon-doggling’ nature are undesirable on nearly all eoimts, if 
useful projects can be undertaken. The morale' ellects of work for 
wages on useless projc'cts are no better, and probably worse, than 
home reli('f. The worker is not only intelligent enough to kiiow that 
so far as social benefit is concerned he might as well sit at home 
and receixe his ‘dole,” but he is required to perform his useless 
work in full \iew of his fellow citizens. Useless work projects will 
always b(' inort' expensive than home relief; they require planning, 
supervision, and some (equipment. 

On the* oilier hand, tht're are extensive xvork relief projects of a 
useful nature which may be undertaken, and they constitute a highly 
productive chaimtd for the injection of public funds. Laborers on 
most such projects are or can be taken very largely from the relief 
rolls. To the c'xtent that needy laborcTs are employed, it is evident 
that their wages will In* almost completely re-spent quickly for con- 
sumption. Work reli(T projects of this tvpe thus accomplish essen- 
tially the same multiplier effects as docs home relief, with the added 
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advantages of more favorable effects upon personal morale and the 
accomplishment of useful services to the community. 

Public works construction projects will inevitably be used in a 
serious recession, both because they have popular appeal and be- 
caus(3 the alternative methods previously discussed will be inade- 
quate at the “need” level to provide outlets for spending in sullicient 
volume to accomplish the desired re'sults. Two peculiar aspects of 
public works require our particular attention: (1) a large part of 
the e\'p('nditure on public works is made for materials, and (2) of 
th(' labor t'mployed, only a relatively small proportion can feasibly 
be taken from the relief rolls. 

By March 1, 1939, the Public Works Administration, whose 
projects were mainly of the j>ermanent construction type, had spent 
about 1/4 billion dollars for labor and about 2/4 billion dollars for 
materials."’ The ratio was thus roughly two dollars for materials to 
one dollar for labor. And by no means all of the labor employed 
could be classed as relief labor. Since construction projects require 
a high proportion of skilk'd labor, and since unemployed labor of 
the rc'quisite skills may not be available in the requir(‘d numbers in 
the locality of the projects, employment of onfi/ otherwise unem- 
ployed workers is hardly possible. Furthermore, when such projects 
are undc’rtakcn by private contractors who bid for the contracts, it 
is higlily questionable policy to require them to hire a large pro- 
portion of their men from relief rolls. Tlu' percentage of relief per- 
sons employed on PWA projects d(*clined marki^dly between 1935 
and 1938. For the week ending December 28, 1935, 41.5% of persons 
employed on non-federal projects were from relief lists, while for 
the week ending June 25, 1938, 11.9% were relief persons.*’ The trend 
was constantly downward between thest‘ periods. This change was 
due largely to governmental relaxation of insistence upon hiring 

Public Works Admiiiistratioii, America Builds, The Record oj PWA, Wash- 
ini;lon, B)3b, pp. 19, 2fi. 

l^A, Report oil of the WVA Program, jinK' 30, 1938, pp. 124-5, 

ipintcd in J. Korwin Williams, Gronts-in-aid Vndri the Public Works Admin- 
isf ration. New York, Ci)]umbia, 1939, p. 183 n. “Non-fcdcral projects’" were 
projects of state and local gos crnnients, with cxlensivc federal financial as- 
sistance. They conaituted tlie bulk of PWA public works projects. 
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relief persons, which was shown by experience to have been awk- 
ward in view of the hardship upon contractors, who were expected 
to bid on projects without satisfactory lorekiiowledge of the make- 
up of their labor force. A part of the decline in use of relief persons 
may well have been due to the decline in unemployment. 

What is the significance of these two characteristics (propor- 
tionattdy large expend iti ires on materials and proportionate'ly small 
employment ol ri'liel persons) to tlie multiplier and acceleration 
ellects of public works c‘xpeiidiliire? It is almost certain that a smaller 
proportion of the public outlay is immediately re-spent than would 
be the CLLse in, for instance, home relief. Construction companies 
receive payments which are distributed to the factors of production, 
some of which are not immediately re-spent for consumption or 
investmiMit. Some leakage thus occurs. On the other hand, there is 
evidence that public funds spent lor construction are strategically 
spent, in the si*nse that th(‘ industries rec(‘iving payment are so 
situated in the economy as to be unusually faAorably aflected. 

Professor llansiai favors public works (‘xpt'uditure over relief 
expenditure as a nu‘thod ol inj(‘cting public‘ funds on two counts.” 
(1) The le\’erag(‘ effects ol ri'lief expenditures are fretjiiently over- 
estimated. Although it is true that in the first round of r(‘-spending, 
relief cxpc*uditur(\s olliT consideral)lv Ic'ss jnobability of leakage, in 
subsf't]ue*ut rounds there is no reason to belie\e that leakagf'S remain 
comparativt'ly small. (2) The induced ('onseqiu'iices (alter the first 
round) ol public works (wpenditure are likelv to be gri'atcT than 
those of rc'lief expenditure. For rrlic'l rt'cipients will re-spiaid on 
consumplion, and their added (‘Xjieuditures will be small [is com- 
pared to the largt' t*visling \olumc ol consumption ('xpeiiditures. 
“The' adtlitional purchase's are spvc'ael ^’eTv thiulv over the' x a.st con- 
sumption industrie's, thus gi\a'ng veTV little stimulus to increased 
output, and are*, tbere'fore, like'ly to induce hardly anv increase in 
cmployuu'iit." On the* othe'r hanel, the coiistruc'tiou iuelustry is typical 
of those he;i\ \' iudustrie's which iirv peculiarly ele*pre'sse'cl, and heavy 
spiMiding in this field would have a ve'rv significant ellect upon em- 
ployment and upon the* purchase of e'e[uipme'nt. An expcneliture of 
4 billion dedlar.s on construction xvould constitute an amount equal 
’ Fiscal Policy and Business Cycles, pp. 81-3. 
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to almost one-third the total annual expenditure on all fixed capital 
investment in the prosperous period 1925-29. 

Hansen’s argument is persuasive. Students of the problem typi- 
cally point out that in the matter of first-round re-spending, relief 
outlays experience smaller leakages, but that in successive rounds 
tlie relative leakages arc undeterminable.^ Those who criticize Han- 
sen’s enthusiasm for public works expenditure appear to object only 
to his conclusion that the leverage efiects of public works expendi- 
tures are greater than those of relief expenditure. We may conclude 
that in the present stage of our knowledge the ineoine-gcnjerating 
elfects of public works expenditures are at least not markedly in- 
ferior to those of other types. Since public works at going wage 
rates have the most favorable influence's upon the morale of the 
worker, and create structures socially useful, they are strongly rec- 
ommended as a chaniu'l through which public funds are put into the 
income stream. 

One assumption has been implicit in our discussion of public 
works, and requires statement. The projects seleelc'd should be of a 
type whic'h does not threaten long-run competition with private in- 
vestment. Highway construction is a good exainph' of non-competi- 
tive public inxestment; construction of eli'ctrie utility systems or 
railroads would have a seriously threatening incidence upon existing 
private invcstincut in those fields, and thus stTiously weaken private 
dt'sires to replace d(‘prcciating equipment or to expand productive 
capacity. However, to quote Professor Hansen,^’ “In our own coun- 

For insLiiiiLt’, II. 11. Villard .staLe.s: “. . . puhliu works may have* (lifTLTont 
secondary oflouts upon tlio i‘ooiioiiiic systt'iii iJiaii oIIut foiins of public ex- 
pcudituri'. But at tlie ])rc.sciit time it is difficult to distui^uisli sucli diflcrcnces 
even ill tlieory and almost impossible to distiii^iiisli tlii'iii in praetiee.” DaficU 
S})cmHntr and the Nafional Income, New York, Karrar, 1941, ]). 295. 
lSi’c, for iiistanci', P. A. Samuelsoii; “I coiicludi', tli(‘refore, tliat direct con- 
.sumption expenditure is not only in line witli the neials of tlu' times (the war 
period excluded), but al.st) li.is no less faMir.ibJe ellecls than public works 
expenditures.’' “Fiscal Policy and Tncome Determination,” Quarterly Journal 
of FA'onomirs', August, 1912, p. 601. 

^‘’By 1937, for instance, the failure of public utilitii's investment to recover as 
rapidly as did investmeiit in other fields (e\eeptiii[T hou.sin^ and railroads, 
which faced .special problems) can probably be explained largely in terms 
of the discouragement to private investment created by the rapid growth of 
public power plans and projects earlier in the decade. The regulatory attack 
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try, as in most advanced countries, there is a wide field for useful 
and productive public expenditure without encroaching upon the 
acceptr^d traditional sphere of private cntfTpri.se. These include pub- 
lic-investni(Mit aspt'cts of urban redevelopment, transportation facili- 
ties, river-valley development. Hood control, soil conseTvation, re- 
foreslration, rural ('lectrification, shim clearance and low-cost hous- 
ing, international investment projects such as those now (1941) 
being made by the Export-Import in Latin America, and finally a 
social-security and public-wt‘lfare program including equal educa- 
tional opportunities, child welfare, public health, nutrition, and an 
extension of our system of social insurance. Public rf'soiirce develop- 
ment projects not only raise the* producti\ ity and standard of living 
of the arf‘as in which they are made, but also open up private in- 
A estment outlets. Moreover, social -welfare expenditures act like an 
irrigation system, di.stributing purchasing power widely over the 
V’hole country, th('r(‘by raising the level of consumption expenditures 
and business actiAa'ty.” 

THE SELECTION AND TIXflNG OF PURTJC WORKS 

The essence of public works ])laiining is tht‘ orderly 
arrangement of projects in terms ol their r(*lati\e importance to com- 
munities, their proper sec|U(mce rtOativf' to each other, th(‘ir strategic 
importance vn'th rt\spect to the geographical incidence of unemploy- 
ment, and th(‘ir potcMitialilies for income generation. Thus, three 
considerations are important: the usefulness of the struetun' or 
activity in itself, the abilitv to pro\ide iicfTled relief, and tlu' ability 
to expand national income. Ol thes(‘ the last is paramount, although 
the gn'at ad\’antage of public works lies in their potcmtialities for 
aceompli.shinent of the first and second. 

The iK'cd for public seliool buildings will in most instances be 

an utility liultlms; L’oni]iaiiips constituted uiiotlier— nl)\ iniisly necessary— dis- 
cnui agcnuMil of pI■i^ .itc in\ cstiiicnt. 

Rcpriiitt'd from Appi’iuliN A, p. 291, of Stair and Loral Finance in the Na- 
tional Kf'ononn/, 1)V Akin II. llanscn and ]lar\cy S. rcrloft by permission of 
W. \V. Ncjrton & Camipany, luc. Copyriglit, 1944, by the publisliers. 

This section Icaii.s bca\ ily upon the standard study in iIk* fi('ld: ]. M. Clark, 
Economics of riannina Pnhlic Works, Washington, National Planning Board, 
1935. 
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more urgent than for baseball parks. Improvement of the navigability 
of rivers may well deserve priority over the construction of docks 
at the outlets of those rivers. Irrigation projects in California can do 
little to provide direct relief to peculiarly depressc'd textile centers 
on the eastern seaboard. Widespread low-cost housing programs will 
not only employ labor and building materials directly, but will create 
new demand for household furnishings. lUiral electrification not only 
purchases labor and materials directly, but induces private demand 
for electrical appliances of many types. Highway construction pur- 
chases labor and materials, but also induces demand for petroleum 
products, automobiles and parts, and repair services. 

Since the considerations facing those responsible for planning 
public works are so many and so varied, it is inevitable that com- 
promises among these considerations will be incorporated into the 
plan. It cannot be overemphasized, however, that public expenditure 
policy to combat the cycle will consistently attach first importance 
to the income-inducing possibilities of various projects. 

A declaration of determination to undertake public works on a 
large scale in depression will inspire much gn'ater confidence and 
cooperation if it is followed by genuine attempts to list in order of 
importance^ the various projects to be undertaken. Frantic last minute 
scurrying about to find something to spend public money for will 
inevitably produce prodigious waste and poor results. Such lack of 
planning is ctmducive to ("ongressional abandomneail of tlu‘ national 
interest in favor of pork-barrel activities; jmblie works funds then 
b(*come subject to feverish raiding by representatives of electoral 
districts, whose .standing as legislative promoters ol the general wel- 
fare is measured by the number of dollars allocated to projects in 
the home district. 

WhcTi individual public works projects are integrated into a 
larger plan for the development of community, region, or nation, 
individual projects can be both judged and planned more intelli- 
gently.’-* The assignment of priorities b(*coin(\s more* than spur-of- 

^'*The experience with city phiiinin^ in most larger cities lias jnstifiecl its cost 
many times i)\ cr. City planning, howcMT, iiuoKes more titan the planning 
of public works. It cov(‘rs Iniiltliiig codi'S and restrictions, control of the 
issuance of permits to carry on particular acli\'ities, and in general the public 
and private aspects of long-term city de\ elopinent. 
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the-momcnt judgment, perhaps under pressure from special interests. 
The longer the view taken, the larger the general objectives into 
which individual projects may be fitted. And projects with high 
priority may be planned with a view to their later coordinate use 
with projects currently low on the priority list.^"^ 

One of the larger practical obstacles to programming public 
works for conntcT-cycle effects arisc's out of the ilifficnlty of abstain- 
ing from such expenditures during prosperity. A rt'ally useful public 
project— a school, a sewage disposal plant, a highway— becomes par- 
ticularly attractive during the phase of the business cycle when 
public revenues are adequate to meet the cost. The public wants the 
improvemc'ut now and can afford it now. Furthermore, in a period 
of prosperity the public is unlikely to worry about depression, and 
consequc'ntly places a low valuation upon the counter-cycle ad- 
vantages of postpoiieinent. P'inally, there is disinclination to dampen 
the exhilarations of prosperity by postponement of public works. 

To the extent that useful projects are not postponed for execution 
in depression, the depression public works program must carry 
through projects of secondary importance. The advantages of post- 
ponement are of course all the potential income-inducing powers of 
the program. Tu addition, postponement means that the improve- 
me'iit is purchased at rc'latively lower prices, the saving in cost prob- 
ably being greater than any additional interest eost incurred through 
the necessity of borrowing in depression for the whole project. 

Furthermore, we may not ignore the danger that extensive public 
works in !)Oom times will exert inflationary pressures by cninpeting 
with private concerns for scarce materials and fac tors of production. 
The inflation of costs and the appearance of production bottlenecks 
may contribute to a fall of anticipations which terminates prosperity 
and initiates recession. 

Tlit' sLiuk'iit will be snrprist’d to find to what extent researeh alon^ planning 
lines li.is already pvogiessed. Perusal of the various pnblieations of the Na- 
tional Ri'sourees Cioniiniltt'e and its predeeessi)rs is highly reef)nnnended. 
Fa ononhe .inalv.ses of lot'al and regional prnblems are extensive. Lists of 
projetts, with de.seription, are available. Surveys of the studies of state and 
local jilanning boauls an' publi.shed. TIk' reader whose first reaction to the 
recpiireinents of regional and national planning is one of hopeless defeatism in 
view of the magnitude of the task will find from these reports that it is not 
only possible but that luiieb of the spadework has already been done. 
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There are, of course, public projects which cannot be postponed 
until the arrival of depression. Armament expenditures hardly lend 
themselves to counter-cycle variation. Most projects, however, can 
be scheduled for such use, provided the normal preference for a 
rising standard of public living during prosperitv is curbed in favor 
ol using extraordinary projects for purposes of stabilization. The tool 
of grants-in-aid is a useful one in overcoming this normal preference. 
A locality which wishes a new bridge can usual Iv be encouraged to 
postpone its construction until a later date if such postpoiiemtmt 
means that half the cost is borne by the federal government. The 
use of federal grants was extremely successful in inducing local 
govTrnments to undertake extensive local construction under the 
PWA program. If federal aid for highway construction were with- 
drawn during prosperity and made available in largc‘ v^olume in 
d(‘pression it is to he expected that state highway appropriations 
would conform to a somewhat similar cyclical trend. 

IVoper timing of public works involves two types of problems: 
putting the public works program into operation at the pr()j)er time, 
and terminating it at the proper time. If inauguration of the program 
is delayed too long, the deficienci('S of priN ate spending to be over- 
come by public spending are unnecessarily large. We have rioted 
that the (’Ifecls of rt'cession are cumulative— that n‘C('ssion feeds upon 
itself. I(, tlunefore, governnu'iit .sptMidhig can halt the downward 
spiral of antiLijrations at an earlv slagt', the obstacU'S to recovery 
are less vigorous and the amount of iiecessarv spending is smaller. 
The indexes ino.st useful in indicating the iinmint'ucc' ol recession 
arc those of new capital invcstnuait and employinimt in the heavy 
goods industries. A decline in these indexes, unless explainable by 
specific cause's unrelated to the business cycle, should Ix' the signal 
for inauguration of the public works program. “Too little and too 
late” will prove costly. 

Termination of a public works program at the proper time in- 
volves the seleetion of projects which can be completed within the 
period of und('remplo)/jnent. Short projc'cts arc' indicated lor slK)rt- 
periotl rt'ccssions, while projects involving a long construction period 
will be scheduled for long depression. Highways and public build- 
ings lend themselves admirably to short cycles, while area develop- 
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mcMits such as TVA require long periods during which public funds 
should he spent. Partial construction on large projects is unwise 
during the short cycle because of the adverse effect upon public 
enthusiasm of abandonment of a partially finished project and the 
administrative difficulty in determining at what point work should 
be t(Tininated. 

flow is it possible to determine when private industry can safely 
be trusted to carry on toward full cmplovment? How do we know 
whc'ii ]ml)lic works should be terniinat(‘d? The ])roblem is likely to 
be less difficult than some students ha\'e thought it to be. Wht^i the 
capital goods industries show recovery in ttTins of private orders, 
wluMi th(' ('\ct\ss capacity to ]n'oduce goods dc‘clines to the point of 
promising scaia itic'S in the near future, when the price indexes begin 
to show rising temdencies, and when employment offices register a 
notable strcaigthening of the ])rivate demand lor labor, it is time for 
governmtait pj’ojects to taptT off. As j)roj(‘cts are completed, new 
projects arc* not undertaken. It is important, howewer, that govern- 
ment spending be* tapcTC'd off and not terminat(*d abru])tly so as to 
eause shock to the* private economy. 

Selection and timing of public works require careful selection 
of projects and their integration into a long-range plan. The jilan 
will, howcwcT, be constantly subject to change as new projects force 
themselves to the top of the list, ft can ne\er be a blueprint which 
can be placed on the shelf for future use if and when depr(*ssion 
appears. It must remain adaptable to varying conditions, and it must 
be siibjt*et to major revision from time to time. Depressions of vary- 
ing intc*nsity, x^arving degrees of localization, and varying in their 
external cause's will need to be attacked with public works programs 
tailored to particular needs. And it contributes to realistic thinking 
to kec’p constantly in mind that a seven* depression of long duration 
will rc'quire eonsiderabh* on-the-spot com]iromise between im- 
mediate lu'ct'ssitv and the most logical predete*rmined plan. Even 
so, a plan is infinitely supi’rior to no plan. 

now MUCH SHALL WE SPEND:' 

If accurate and up-to-date (say weekly) statistics were 
available, and if the leverage effects of particular expenditures were 



HOW MUCH SHALL WE SPEND? 147 

subject to accurate forecast, the determination of the amount of 
puldic funds to be injected at any time to create full employment 
could be reducf^d to a matter of simple formula. Government would 
simply inject the proper quantities of funds into the proper channels 
to oll-set the deficiencies in private consumption and investment. But 
in a sprawling eeonomv such as ours, with intricate inteiTclations, 
statistics lack both accuracy and currency. And the economy being 
subjec't to the reactions of human beings, whose rt'actions cannot be 
reduced to simple pattcans of cause and eih'ct, forecasting will 
always be an inexact science. We must therefore abandon hope tliat 
the administration of fiscal policy can ever become a simple matter 
of the slide rule. 

This is not to say that we should ignore the statistics available, 
or that the currently available statistics should not be improx ed both 
in accuracy and in currency whenever possible.^-' There are already 
rough rules which can be followed in the absence of more refined 
techniques. For instance, national income is now computed by the 
Department of Commerce on a monthlv basis. The velocity of 
circulating money is subject to computation. By comparing the 
estimated national income at a full employment level with the 
current level of national income, an estimate of the ciirnait deficiency 
of national ncome can be obtained. Dividing this di'ficiency by the 
current average x elocity of circulating money, a rough figure of the 
necessary iiijc'ction of gox^ernment funds can be calculated. Tiiis 
method of using existing facts to guide policy is only one possible 
approach. Another would be to use the existing indexes of industrial 

A hopc’ful a.spc'c’t of tlie problem is the nither startling cleinoiistralions in 
eeoiKJinie literature that necessity really i.s the inotlier of inx^ention. Remark' 
able aiK aiiees ol both a priori and statistical analysis in the lace of prai lieal 
proljleins crying for early solution are characteristic in the history of economic 
thought. The very ad\anc(’ since 1930 in knowledge ol business cyiles and 
fiscal policy, with xvhieh we are heie concerned, is a case in point. There 
is little doubt that the retpiircinciiLs of policy, once deteniiined upon, would 
spur lh(‘ advance toward more iiselul .statistical information. 

J. W. Angt‘11 has made' these computations to show that, with admitted inac' 
curacies, the 1929 hn el of income could hax’e been maintained through 1932 
by expenditure of $4.5 billion of government funds per year. This is, of 
course, calculated in retrospect, and thus cannot tell what would have hap- 
pened if, for in.stance, government had begun a spending program in Decem- 
ber, 1929. 
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production, sales of consumption goods, and employment, to indicate 
the deficiencies to be made up. But even reasonably accurate 
estimates of the deficicMicies to be countered do not treat the more 
difficult probltTii of detiTinining the probable leverage efiects of a 
government dollar spent. 

11 policy is planned intelligently, avoiding as many as possible 
of the negating influences enumerated and disciissc'd in Chapter 5, 
rules of thumb are not essential to its suect'ss. For then the job is to 
get the spending program rolling, being constantly aware of the 
fact that too little spending is far more dangerous than too 
much. 

INCORPORATION OF CYClACAl. PURIJC WORKS PLANS INTO 

BU DGI- TARY PROCEDURES 

Many of the adherents of public works planning for 
counter-cycle purpose's believe that such a program requires a 
separate budget lor such expenditures. There appear to be two 
reasons for this belii'f. The first is that the period of depression and 
deficit spending does not coincide with the fiscal year calendar. This 
being the case, the program must normally be budgeted over a 
longer— or at Ic'ast a difb'rent— period than is usually eovc'red by the 
annual budget. So far as eontinuing the appropriations until the 
emergency is past is eoneerned, if Congress has declared its intent 
to promote stabil i/at ion at a high levc'l, eontimu'd ap])rop7 iations 
can be expected. Aetually, this eh'inent of the budget requires mueh 
more freijiu'nt re\ iew by the appropriating bod^^ than tlo most 
govcTiunental lunetions, since its eurrent suca'ess or failuia — and 
thert'fore its financial requiri'inents— must be constantly nu'asuu'd. 
It is thus difficult to see why a separati' budget is desirable, in vii'w 
of the iTastieity prov idl'd by defieii'iiey ajipropriations. 

The s('C‘Ond rc'ason for n'eomini'nding a se])arate public works 
budget appears to be the traditional fear of unbalanced budgets. 
However, as eonehidi'd in C'hapter 2, (‘\en though the causes of 
budgetary imbalance art' extraordinary, tlu' division into a balanet'd 
ordinary budget and an unbalanced extraordinary budget performs 
no magic with respect to the total extent of unbalance. A govern- 



PUBLIC WORKS PROGRAMS AND THE BUDGET 149 

ment which is mature enough in its thinking to undertake seriously 
counter-cycle fiscal policy should be mature enough to undertake it 
without sugar-coating. The long-run adv^antages of budgetary unity 
and inclusiveness would considerably outweigh the* presumed ad- 
vantage of separate budgeting of publie works. This in no way denies 
that couiiler-eyele ap]iropriations dcanand eonsi deration from a 
special point of view and with an understanding ol the r(‘asons for 
their necessity. But if this were cause for a separate budget, it would 
be applicable.' to many other functions on identical grounds. 

Aderjuate preparation for depression public M'orks plans as a con- 
thiLiiug gov ('rnmental policy would require creation of a spt'cial com- 
mission to conduct planning rese'arch and to juakc re'commendations 
to the PresidcMit. This commission would n(‘c(‘ssarilv require the 
services of two ty])es of specialists: engineers to (‘\ercise technical 
judgment of projects in their relation to tht' wdiole pnlilic works plan 
and to work out myriads of engineering details in connc'ction with 
tlnan, and economists, whose n'spoiisibility would be that of measur- 
ing countc'r-cyclical needs in terms of the cairrent stat(‘ of emjdoy- 
ment, detc'rmining ways and means of maximizing leverage ellects, 
and general rc'scvirch in the whole field of fiscal policy in relation 
to the Ic'V'cl of employment and ])roductivity. It goes without saying 
that, business confidence bc'ing so imjiortant a factor in the success 
of the program, the work ol tin* commission must be closely ti(Hl to 
the gtMieral InisiTK'ss fic'ld. It is im])orlant that th(' vit'ws of inlidligent 
business be constantly regarded as a neeessar)' datum in analyses by 
the commission; that tlie v oice of business be list'd sti far as possible 
to stecT fiscal jiolicy in tlu* right direction, ratluT than to allow busi- 
ness to becoint' consistently obstructionist. 

It is bclicvt'd that the detaih'd structure, powers, and responsi- 
bilities of this commission lie outside the scopt' of this book. Its posi- 
tion should be tint of a ri'search organization, adv ising the President 
on fiscal policy (including, of course, compensatory taxation as well 
as compensatory spending). The President’s inulget ri'commcmda- 
lions would then include the recommendations of this commission. 
The position of the budget bureau would in no significant way be 
changed. Nor would the appropriation function of the legislative 
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branch be changecl.^^ In hearings before appropriation committees 
the anti-cyclical policy commission would doul)tless be called upon 
frequently to justify its recommendations. On the whole, therefore, 
adoption of a p(Tinaiient policy of using fiscal instruments to in- 
fluence national income would involve no significant change in 
governincMital organization or in budgetary procedure. 

TNIEGRATION OF FEDERAL, STATE, AND LOCAL FISCAL 

POLICY 

T]j(‘ f(*deral government cannot legally exercise direct 
control ovfT thi‘ fiscal policies of .state and local govcTiiments. Yet, 
if state and local «i()\ (Tuments were to follow tlu'ir natural inclina- 
tions relative to public works, their policies would be largely in op- 
position to those contemplated in federal public works planning. 
The tax syslcnis of state and local gov(*rninents arc both more rigid 
(less t'lastic ) than those of the federal government, and more bur- 
densome upon the lower income groups. Property taxes, lees and 
licenses, sal(‘s taxes, and manv business taxes, do not adjust them- 
selves with any degree of nicety to changes in net income, which is 
the only real mea.sure of ability to pa^. These same revenue meas- 
ures, at least as applied in jiractiee, tt'ud to impose greater real 
sacrifice on those in the lower income classes. Furthermore, state 
and local governments— particularly the latter— operate under far 
more rigid limitations upon borrowing than doe\s the federal govern- 
ment. Formal debt limits are more rigid, popular objt*ction to local 
borrowing is more firmly iutnaichcd, and capital markets lo which 
they may turn ar(' more limittMl. 

At the same time, the administration of counter-cvcle policy re- 
quires extensixe state and local participation. The home reli(‘f prob- 
lem is— administrativx'ly at least— e.ssentially a local problem. A large 
proportion of scheduled public works projects will be local in nature. 

suc h t yt licMl use of fiseal peliev as is l oiitemplatecl wuuld 

cli’inniistrale ai^ain llie basic alisiirdily of tlic “Ict^islativ v budget” ceiling pro- 
viiled tor in ibe Reoigaiii/ation Act of 1046. The “strait-jacket” principle of 
budgeting, unless honored in the breach rather tlian the [)bservanee, is an 
ill-filling garment lo be vn orn by governinenl one of whose major functions is 
to proinoti' the general welfare in a dynamic and unstable economy. 



INTEGRATION OF FISCAL POLICY 151 

From all points of view, it is reasonable that there should be state 
and/or local financial participation. 

The natural inclination of state and local governments is to ex- 
pand public works in prosperity and contract them in depression. 
If public works or relief projects are carried on in depression there 
is great pressure to finance these emergency acti\ities out of current 
tax revenues. Unless stale and local fiscal policy can be integrated 
with federal counter-cycle policy, the two are at loggerheads. In 
depression what is required is (1) increase of expenditure, and 
(2) decrease in taxes, particularly those which tend to encroach 
upon expenditures for consumption. Thus if state and local govern- 
ments were to follow their natural inclinations, their policies would 
naturally accentuate the cycle. At the very least they would partially 
vitiate the effect of federal counter-cycle policy. 

Even if it were desirable on general grounds, which it probably 
is not, to make state and local goA^ernments administrative sub- 
sidiaries of the federal government, siieh a revolutionary change in 
governmental structure is not feasible. The alternative is to induce 
cooperation of local governments with the federal government in 
matters of fiscal policy. Two approaches to the probh'm hold some 
promise: (1) selling state and local governments on the desirability 
of counter-cj^cle policy, and (2) widespread use of federal subsidies 
in the form of grants-in-aid. 

Concerning the first, convincing analysis of the cycle and the 
potentialities for control may have some ellect upon public thinking. 
Public works planning at the state and local levels should help to sell 
counter-cycle policy by demonstrating the possibiliti(‘s lor long-run 
improvements. This has been d(jnc extensively through the activities 
of state and local planning boards fostcTcd during the thirties by 
the federal government. Such plans should be given wide publicity. 
The desired results arc adoption of counter-cycle fiscal thinking, 
with consequent revision of tax .systems so as to reduce regressive- 
ness, acceptance of the principle of deficit sptaiding in depression, 
and relaxation of debt controls as they relate to emergency bor- 
rowing. 

State and local governments can hardly be blamed for showing 
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less enthusiasm for counter-cyclc policy than have federal ofBcials. 
Control of the typically national phenomenon of depression logically 
points to responsibility for its mitigation or cure by the federal gov- 
ernment, whose cognizance is co-extensive with the national econ- 
omy. Further, our analysis has certainly implied that the income- 
inducing efteets of local expenditure arc by no means confined to 
the local area. Public works reejuire expenditure for materials and 
for specialized labor which immediately produces income to persons 
outside the locality. And even those local citizens employed on local 
projects spend their income for goods which carry funds outside the 
community. Local governments thus do not willingly incur debt in 
order to spend funds which are re-spent only in small amounts within 
the locality. This points to the necessity for an integrated national 
policy, demonstrating that the income of a community gains not 
only from its own expenditures, but from those of other communities. 

The use of grants-in-aid by the federal government can produce 
much more immediate results. Federal taxes are progressive in over- 
all effect and therefore less burdensome. Federal borrowing can be 
done more cheaply. Thus, the use of federal financial resources is 
highly recommended as an assistance to state and local gov^ernments. 
But more important still, the offer of grants goes far to overcome 
state and local resistance to spending for public works in depression. 
State and local governments are thus encouraged to borrow to take 
advantage of public works at half price. To the extent that this is 
done, their natural inclinations may be relied upon to use surplus 
tax revenues in prosperity to retire depression-incurred debt. 

PUBLIC EXPENUllURES : SUMMARY 

In (diajitcr 3 Ave noted the rise of governmental ex- 
penditures at all kna'ls. The largest single item accounting for this 
rise has been fn^quent and expensi\e wars. War expenditures rise 
to astronomical hi'igbts during the actual fighting, but are largely 
responsible for new higher levels of post-war expenditure on account 
of (1) interest on the war-incurred debt, (2) bonuses, pensions, 
grants, and care of the war-disabled and their dependents, and 
(3) retention of war-created non-military activities which become 
more or less permanent parts of the guvermnental establishment. 
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Nearly all war-created increases in expenditures occur at the federal 
level, although without significant changes in functions at other 
governmental levels the post-war inlieritanee of high prices will 
increase the dollar level of expenditures all around. 

Second in importance has been the marked expansion at all gov- 
ernmental levels since 1930 of welfare activities. Constantly expand- 
ing expenditures for highways and education have been notable at 
the stale and local levels, and are indicatixe of the observed trend 
toward more and better governmental services generally. 

However, Chapter 3 analyzed trends and causes of expenditure 
increase only from the traditional point of view of the value of the 
services per sc to citizens. By analysis of material welfare of a society 
in terms of national income (Chapter 4) the very considerable social 
cost of idle productive resources was deinonstrat('d. It was further 
sef*n that national income fluctuates from period to period as more or 
less of the income of one period is spent to become income in the 
next. The failure to re-spend income was seen to result partly from 
the size of income, but mainly from the recurrent tendency for an- 
ticipations to fall. In prosperity the tendency to dishoard and to in- 
troduce “new money” makes possible the t^\penditure in one period 
of more than the income of the preceding period. 

Since the business cycle is a cycle of sj)ending (for consumption 
and investment), it is evident that government spending is not only 
an item of significance in the cycle, but holds real possibilities for 
regulation of the cycle. Government funds may not only help to fill 
in the troughs of deficiencies in national income, but under proper 
circumstances may generate increases in private spending which 
constitute recovery and prosperity. Thus, the measure of usefulness 
of public expenditure extends far beyond the usefulness of the im- 
mediate service. The expenditure buys public services and public 
projects, but at the same time it buys income ftu' the nation. By and 
large, the income purchased is of far greater significance than the 
project or service itself. 

The techniques employed in administering anti-eyelical public 
expenditurf's have a great deal to do with the' success of the policy. 
For even in severe depression public expenditures will be small in 
relation to private expenditures. If, therefore, public expenditure 
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techniques contribute to a decline in private anticipations, the effect 
may 1)0 furtlier net decline in total expenditures. Policy requirements 
in this n‘speet were analysed in Chapteis 5 and 6. 

Thouf^h the present state of knowledf^e is imperfect in the sense 
that it contains areas of a priori conclusions as yet unproved by ex- 
perience, analysis and experience justify the following proposi- 
tions: 

1. Government expenditures can and do alfect the level of national 
income significantly. 

2. Cyclical wa\ t‘S of costly underemjiloyment are characteristic of 
the private economy and tluTcfore virtually inevitable in the 
absence of external manipulation. 

3. The social costs of such unemployment are so great as to require 
the undcTtaking of any mi'asures which give even reasonable 
promise of mitigation and cure. 

4. A goviTiiineiit with a mandate from its people to ‘promote the 
general welfare” cannot ignore the greatest single cause of re- 
curnMit decline in economic welfare. 

5. Although sh(‘cr weight of public expenditure in sufficient volume 
will accomplish substitution of public for private income, and 
therefore jirobably render depression less scvcrt\ generation of 
recovery rinjuircs the choice of proper techniques in order to take 
full atb autagc' of multiplier and acceleration (‘ffects. 

6. Governinental d('termination to utilize its vast economic power 
for mitigation and cure of depression, iin])leniented b)^ careful 
research into economic realities and cartTul programming of 
useful works should go a long way toward obviating any serious 
counteraction resulting from disintegration of private “coiifi- 
denc'e.” 

7. In the absence of declared governmental intentions and prepared 
goveTnmenlal plans, it is inevitable that government expenditures 
will greatlv increase willy-nilly for humanitarian relief purposes. 
These and possibly additional funds could, if properly timed and 
place*d into the proper channels under the proper conditions, ac- 
complish results both in generated income and useful projects 
far beyond their economic and social costs. 



RECOMMENDED READINGS 155 


RECOMMENDED READINGS 

Clark, J. M., Economics of Planning Public Works, Wasliingtoii, Nationiil 
Plaiining Board, 1935. 

The staiulard work on the suhje(‘t. Can be very profitably read in its 
entirety. Espeeiallv reeoinniendc'd, if time does not peiinit ri'acliniT llie 
wliole, are (Chapters 1, 2, 3, 4, (i, 9, 10, JO. 

H aiison, A. 11., Economic Policy and Eull Ejinploi/nK'nf, N. Y., MeGraw- 
llill, 1947, Part Three. 

This is an i nlightening and eurreiit deseriplion ot i»;o\ iMiinu'ntal pro- 
grams to proninle fnll canplo^'iiienl in England, Canada, Australia, 
Sweden, and the United States. 



CHAPTER 7 


PUBLIC.^ DEBT: 

ITS NATURE AND ITS MANAGEMENT 


GovcTiimnit (lel)t aris(\s out of borrovviiip; by the treas- 
ury from banks, business orj^anizations, and individuals. The debt 
is in the ft)rin of promisees l)y the treasury to pay to the liolders of 
tliese promises a juincipal sum and in most instances interest on that 
prineipjd. Borrowing by the tr(\isury takes place when current 
revenue rec(*ipts (sc‘e C]ha]nf‘r 2) are inaderjuate to maintain a 
treasury cash balance of sufficient size to meet current cost pay- 
menlsd In this case borrowing is resorti^d to in ordca* to provide 
funds for financing a current budg('t deficit. Such current deficit 
borrowing rt'sults in a net addition to public debt. In recent fiscal 
yi'ars, howe^ ct, a major part of lederal goveanment borrowing has 
been undertaken to provide funds with which to replace maturing 
obligations in the already existing debt. For when a treasury oldiga- 
tion matures (its princi]3al being due) the treasury must eitluT pay 
the principal snin out of current budg('t surplus (excess of revenue 
receipts over cost payments) or borrow new funds to retire old debt. 
The federal go\ ernintait ran consistemt annual deficits b('tween lf)30 
and 19df), and thus maturing obligations in the public debt had to 
be retired with funds procured by new borrowing. Such debt opera- 
tions do not, obviously, result in net increase in public debt out- 
standing. 


^ Interest on llie public debt is, of course, a cost payment. 
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GROSS DEBT AND NET DEBT 

The treasury’s ^ross debt includes the principal sum 
of all treasury debt obligations outstanding. Debt obligations are 
those represented by ‘‘securities”; i.c., actual contractual promises 
to pay. At any moment the tieasury may owe accrued but unpaid 
salaries of government employees; if government workers are paid 
every two weeks, at any time between pay days salaries will have 
accrued but will be unpaid. Such accrued current expenses are 
not a part of gross debt. Because of the mechanics of payment there 
may be outstanding at any moment considerable amounts of claims 
against the government for materials purchased, or damages 
awarded. These are also accrued current expt'iiscs and do not enter 
into the total of gross debt, although debt may necessarily be later 
incurred to meet these expenses. 

Special mention should be made of proper treatment of interest 
in conneetion with gross debt. At any moment of time interest 
will have accrued on the debt whether or not it is immediately 
payable. In neither case is it properly a part ol gross debt. However, 
in reporting gross debt the treasury do(*s include interest on some 
issues. Two examples of this are statistically important. Series E 
savings bonds accumulate interest during their life and add this in- 
terest (compounded) to the principal. A Series E bond purchased 
for $18.75 matures in ten vears, at which time government pays the 
holder $25.00. The dillerence betAveen $18.75 and $25.00 is com- 
pound interest at 2.9 per cent for ten years. During the ten-year life 
of the bond, howeAcr, it may be redeemed for $18.75 plus accrued 
interest (modified by a redcjiiption schedule dt'bigned to encourage 
holding the bond until maturity). At any time*, thcTufore, before the 
end of ten years the Treasury stands ready to [)ay the principal plus 
a stated amount of interest, and in reporting the gross amount of 
such bonds outstanding at anv given moment the Treasury states 
their current amount including accumulated interest. A second ex- 
ample is that of Treasury Bills, 90-day obligations sold on a “dis- 
count” basis. The purchascT pays the Trc'asury an amount which is 
less than the matured value of the Bill, this discount representing 
interest for the period until maturity. In reporting the gross amount 
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of such securities outstanding at any moment the final or matured 
value is reported; thus gross debt in this case also includes interest. 
In cases of this sort it is important to recognize that the reported 
figures of gross debt depart somewhat from our definition, though 
the degree of technical error in the reported statistics is not large. 

The detennination of net debt involves subtraction from gross 
debt of the amounts of funds on hand or dedicated to debt retire- 
ment. Amounts in the sinking fund are assets set aside for the pur- 
pose of retirt'ment of debt, and are therefore deductible from gross 
debt. By this deduction we come eloser to a useful figure of the 
actual debt position of the treasury. 

A second deduction from gross debt is the amount of the treasury 
balance— either in cash or in bank d(‘posits. The treasury balance 
represents liquid assets which may or may not be used for debt re- 
tiremtMit. If borrowing is undertaken to build up the cash balance, 
the net d('btor position of the treasury is actually unchanged, since 
the addition to gross del)t is equal to tlie increase in treasurv liquid 
assets. Operation ol the treasury at a surplus will result in an incTcase 
ill the treasury balance until it is used for debt retirement. The treas- 
ury balance can thus increase from two (and only two) sources: 
new borrowing and a current excess of receipts ov(‘r pavjncmts. In 
either ease the balance should be dtalucted from gross debt out- 
standing to give a correct picture ol the actual (net) debt position 
of the treasury. 

Net debt is thus the gross debt minus the sum of the sinking 
fund and the treasury balance. The net debtor position of the 
United States Treasury as of June 30, ]y46, is calculated as l(4Iows 
( in millions ) : ^ 

Gross Debt $269,422 

General Fund Balance $14,238 

Sinking Fund Balance 5,525 19,763 

Net Debt $249,659 

The net debtor position of the treasury is of significance for certain 
purposes. It obviously possivsses (*lenients of ri'ality not possessed by 
figures of gross debt. For instance, retinanent of debt by permanent 
“From Annual Rrport of ihc Secretary of the Trcu.sunj, lime 30, 1946, p. 504. 
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reduction in the treasury balance, such as took plact' chiririg 1946, 
showed marked decrease in gross debt c\^en though llu* trcMsui^’ was 
currently operating at a deficit. In sucli a case net debt, remaining 
virtually unchanged, is a far better measure of dt‘bt c ondition than is 
gross debt. Newerthcdess, net debt may be misleading unless c‘orrectly 
interpreted. An increase in gross debt may create no immediate in- 
crease in net debt, since the proceeds of borrov^’ing iiicrease the 
treasury balance. Over a longer period the us(‘ ol the treasury balance 
to mec't current expense's will increase nc‘t debt to correspond to the 
increase in gross debt. 

Gross public dc'bt receipts and expenditures for the fiscal yt‘ar 
1946 were as follows ( in millions ) ; 

Public Debt Receipts $15n,98(S 

Public Debt Expenditures 1 t(},24S 

Excess of Receipts $ 10,740 

The excess of public d('bt receipts over expenditures represc'uts the 
increase during the year in the nation’s gross dt'bt. Public di'bt re- 
ceipts represent the jiroct'eds of sales of go\(Tnnu‘nt seeiiritit's dur- 
ing the year. Public debt expenditure's rcprt'se'ut payments for retire- 
ment of securities during the yc'ar. It is ('\ ideiit Iroin tla* figures 
above that tlie major part of tlu* jiroeeeds ol Ireasuix’^ st'C'ur^^y sales 
was used to pay oft ibt' holders of maturi'd seeuritic's. Tlu' diilerf'iiee 
between public debt receipts and cxjK'uditurc's rejuesc'nts the addi- 
tion during the year to gross d(‘l)t, inadi' nc'cessarv by treasury deficit 
or an increase in the treasury balance. 

The sourei's of gross debt increase during fiscal 1946 were (in 
millions ) : 

Budget 13cficil $21,200 

Increase in Treasury Balance 10,460 

Increase in Gross Debt $10,^40 

The figure of inert'ase in gross debt is .s(‘cn to be identical with tlic 
figure of excess of public debt n'eeipts ovit pnldic debt expendi- 
tures presented abcjve. 

•’ Ihid., pp. 465, 4G7. 

^Ihkl, p. 504. 
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Summarizing the factors responsible for change in gross debt, 
we find them to be: 

1. Budget surplus or deficit. Budget deficit inevitably increases gross 
debt unless the deficit is met by a reduction in the cash balance; 
the exci‘ss of cost payments over revenue rr'ceipts usually re- 
quiri'S resort to new borrowing. Budget surplus may be used to 
reduc‘(' d('bt; on the other hand it may increase‘ the cash balance 
witlujut rc'ducing gross debt. 

2. lncrc‘as(‘ or d(‘er(‘asr* in the treasury halanec*. An iTierease in the 
balance will he aecompauital by an increase in gross debt unless 
the iuert'ase in halanet* is provided hy a hmlgf't surplus. A dt'- 
cr(‘as(' in the C‘ash halaiue will reduet‘ gross debt to the extent 
that funds are used for debt retirement and not to cover a budget 
deficit. 

3. Decrc‘ase in th(‘ sinking limd balance. Since* the' sinking fund is 
dedicated to d('ht retireanent a reduetiem in the* sinking fund 
balance, n'iflioiit offsetiinp^ ncir horroii /ng for current expenses 
or to increase the cash l)alance, repr(‘S(‘nts r(*duction in gross dc‘bt. 

It follows from our previous discussion that change in net de])i can 
occur only on account of budget surplus or deficit. Increase' or dt> 
crease in gross debt resulting in increase* or decrease of the treasury 
balance Icavc's ne't de*ht unchaugt‘d. Decre*ase in gross debt by ex- 
penditure frenn the sinking fund like*wise leaves net debt unchanged. 

THE TREND e>l' GOVERNMENT DEliT 

Federal The* trend of the feeleral govtTiime’iit diibt 
is shown in Table* 12. Gross debt figure's show essentially the l)e- 
havie)r ove‘r time that one has learned te) expect from eibservatieni of 
the tre*nd of federal expe'iiditures. It is note'worthy that figures of 
gross dt*ht arc in terms of current dollars and there*fore are not ad- 
justed to changes in the price level. The effect of war upeni the gross 
debt is evident: a o8-fold increase betweem 1860 and 1870; a 21-fold 
increase between 1010 and 1020; a 6-fold increase betwt*en 1040 and 
1946. Marked price increase is inherent in all three periods of war 
increase; neve'rtheless the war debt, being fixed in terms of dollars, 
continues at the wartime level even though prices later fall. Percent- 
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age increases of course tell only a part of the story. The 6-fold in- 
crease during the period 1940-46 represents a dollar increase in 
gross debt ninety-five times as great as docs the 38-fold increase 
during the period 1860-70 and ten times as great as the 21-fold 
increase between 1910 and 1920. 


TABLE 12 U- 

S. Federal Debt, Selected Years, 

1860-1946 


GROSS DEBT 

PER CAPITA 

CwROSS DEBT AS 


(millions of 

GROSS DEBT 

% OF GROSS 

END OK YEAR 

dollars) 

(dollars) 

NATIONAL PRODUCT 

1860 

65 

2.06 

1.8 

1870 

2,436 

63.19 

36.2 

1880 

2,091 

41.69 

28.3 

1890 

1,122 

17.92 

9.3 

1900 

1,263 

16.56 

6.9 

1910 

1,147 

12.69 

3.7 

1920 

24,299 

228.33 

28.0 

1921 

23’977 

221.10 

33.9 

1922 

22,963 

208.97 

31.6 

1923 

22,349 

200.10 

26.5 

1924 

21,251 

186.86 

25.4 

1925 

20,516 

177.82 

22.7 

1926 

19,613 

167.70 

20.6 

1927 

18,512 

156.05 

19.7 

1 92S 

17,601 

146.69 

18.4 

1929 

16,931 

139.40 

17.0 

1930 

16,185 

131.49 

18.4 

1931 

16,801 

135.37 

23.4 

1932 

19,487 

155.93 

35.2 

1933 

22,539 

179.21 

41.1 

J934 

27,053 

213.65 

42.4 

1935 

28,701 

225.07 

40.7 

1936 

33,779 

263.01 

41.2 

1937 

36,425 

28J.80 

41.5 

1938 

37,165 

285.41 

46.1 

1939 

40,440 

308.29 

45.6 

1940 

42,968 

325.63 

41.3 

1941 

48,961 

367.54 

40.6 

1942 

72,422 

537.35 

47.8 

1943 

136,696 

1,001.55 

72.8 

1941 

201,003 

1,455.52 

101.2 

1945 

258,682 

1,853.01 

131.1 

1946 

269,422 

1,910.97 

138.8 


' Gross tlc'bt and per capita pross debt taken from Annual Report of ihc Secre- 
tary of ihe Treasury, pp. 455, 456. 

Cross national product figures taken from the following sources: 1860- 
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The period 1870-1910 shows reduction of debt from the Civil 
War level and relative stability throughout the period. The decade 
following 1920 demonstrates consistent debt reduction at a rate 
a\eraging about $1 billion per year. This is due very largely to a 
relatively high level (jf economic activity and the high productivity 
during the post-war j)eriod of the tax system introduced during the 
war. The budget surpluses of the twenties cannot be said to have 
nvsulted from c(Jiiscioiis detc'rmination to tax heavily for purposes of 
d(‘bt reduction; rather th(‘ surjilusc^s accumulated in spite of per- 
sistent tax-rate reduction. Preliminary attention is invited, in terms 
of the experience of the twenties, to the extreme importance of a 
high level of business activity and national income, both in facilitat- 
ing dt‘bt retirement and in moderating the burden of high debt.^’ The 
study in Cdiaptt'r 3 of the new crop of governmental functions in- 
troduced during the deprc'ssion decade of the thirties explains the 
new ded)t increase which bt'gan in 1931 and continued until 1940. 
Debt increase greatly accelerated during World War II, for obvious 
reasons. 

Per capita gross debt shows essentially the same increase as does 
total gross debt, though the over-all increase is modi'rated by the 
growth of population. Total gross debt incrc‘asc‘d approximately 
4000 times betwt‘en 1860 and 1946; during the sanu‘ period per 
capita debt iiicreas(‘d by Ic'ss than one-lourth that amount. The effect 
of population growth upon the per capita debt is most marked be- 
tween 1870 and 1910. louring this period population increased 
roughly two and one-half times. 

1919, from W. I. King, Wealih and Inctwic of the People of the Utiiied Stafes, 
N. Y., Macniillim, 1915, p. 129; 1920-44, from Mary 8. PuiutcT, “Estimates of 
Gross National Prochiel, 1919-1925,” in Federal Reserve Bulletin, September, 
1945, p. 878; 1945, 1940, from Surrey of Cuirent Business. 

A eoinparisoii of gross debt with national imome miglit baxe been pref- 
erable to the eomparison with gross national prodnet. Tlie latter figures were, 
however, readily available on a coinparalile basis. King defines national in- 
come (which Ills figures ri'prcsent) as “tlie total product of the (41orts of the 
citizens” (p. 124), which appears a close approviination to gross national 
product. Painter's estimates for tlic years 1920-29 use tlie Department of Com- 
merce definition of gross national product, and the'refore are comparable with 
the Commerce figures since 1929 and prior to their revision in 1947. 

® This matter will be discussed in detail in Chapter 9. 
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Tho coliimD in Table 12 which relates f^ross debt to gross national 
product demonstrates a further noteworthy uiodification of the raw 
figure's of gross debt in crease. Ilt're the' ovt'r-all increase between 
1860 and 1946 is 77 times. Conclusions as to the significance of the 
gross debt-gross product ratio are discouraged at this point in our 
study, since tlu'ie is great danger of overemphasizing the im- 
portance of the capital sum of that debt. Nevertheless it should be 
said that from almost any point of view the gross debt-gross product 
ratio is a more' important datum for economic investigation ol debt 
problems than is eitlu'r total gross dc'bt or per capita debt. 

State and Local Table 13 gives figures for selected 
years of state and local govc'rnmeiit dc'bt. It is to be noted that these 
figures are not exactly comparable with those of Tabic 12, as they 
indicate gross d('ht lc\ss sinking fund balance. They are thus nc'ither 
gross nor net dc'bt figure's, cash balances of the various governments 
not having been deducted. 

TABLE 13 Shite and Loc'al C»ross Debt Less Sinking Fund, Se- 
lected Yc'ars, 1870-1944 " 

STATE A: LOCAL 
I’EU C:APri A DLiU AS % OF 



STA'n. I)E«T 

LOf'AL 1)1* HT 

si’A'ii \ra)fAL 

GROSS NAT’l 

YEAR 

($ millions) 

($ millions) 

(dollars) 

PRODUCT 

1870 

353 

516 

21.83 

13.0 

1880 

275 

818 

22.40 

15.2 

1890 

211 

926 

18.06 

9.4 

1902 

235 

1 ,630 

23.55 

10.4 

1912 

346 

3,475 

40.07 

12.5 

1922 

936 

7,754 

79.87 

12.1 

1932 

2,482 

15,216 

141.77 

31.9 

1040 

2,925 

1 5,234 

137.60 

18.7 

1942 

2,707 

14,965 

131.23 

11.7 

1944 

2,115 

12,812 

107.41 

7.5 


The statistics of state and local debt increase are by no means 
as striking as are those of the fc'dcTal government presented in Table 

l^cbt figures, 1870-1944, tufien from Statistical Ahsiruct of the Ibiitcd States; 
1946, from Govcnuncntal Debt in the United Stales, 1946. The sources of 
gross national product figures are given in footnote to Tiible 12. Since G.N.P. 
for 1902 and 1912 were not uvailablc, the percentage calculation for those 
years utilizes the G.N.P. for 1900 and 1910, respectively. 
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12. NeverthcIei’S the patterns are comparable, with two exceptions; 
the decade of the twenties, during which state and local debt rose 
rapidly while federal debt was gradually pared down, and the 
World War II period, during which state and local governments 
reduced debt while the federal debt sky-rocketed. The latter excep- 
tion requires no explanation, since state and local revenues rose 
with war business activity and construction outlays could not be 
made. 

The former exception requires investigation into the causes of the 
rise of state and local debt during the twenties, while federal debt 
was being reduced. Unfortunately, complete statistics of the type 
desirt'd arc not available*. However, of all divisions of local govern- 
ment, the larger share of debt outstanding is that of cities over 30,000 
population, for which statistics arc available. In 1930 such cities had 
outstanding a coinbiiu‘d gross debt of 9/;i billion dollars.” Four 
classes of functions made up almost 80 per cent of this gross debt. 
They are: 


Water supply systems 30.0% 

Schools 17.5% 

All otluT public service enterprises 15.5% 

Road wavs 15.1% 

Total TlS.I/c 


The state governments combined had gross dc'bt ol $2350 millions in 
1930. Of this total, 56 ]ier cent was iiiciina'd for highway jmrposes, 
with no other purpose accounting for o\t‘r 10 per cent.'' The 8J317 
million of high wav debt is considerahlv higher than the total v)f all 
state debt in 1922, as indicated in Table 13. 

The evidence is therefore clear that during the decade of the 
twenties additional state and local debt was iiicurred largely for 
highways, schools, water supply svsteins, and other public service 
enterprises. The causes of debt increase are thus comparable to the 
causes of state and local expenditure increast* during the same 
period. The exc(‘ption is public service* enterprises, which are 
normally purchased or constructed under bond issues. Only a small 
proportion of highway or school expenditures is normally met with 

^Financial iitathlics of Cities, 1030, p. .520. 

® Statistical Abstract of the VT]itcd States, 1932, p. 211. 
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borrowed funds. In the statistics of expenditures they are therefore 
more significant than in the statistics of debt, while the reverse is 
true of public service enterprises. During the decade of the twenties, 
federal debt was being reduced by a high level of taxation and a 
relatively constant level of expenditures, while state and local gov- 
ernments made heavy expenditures while revenues remained rela- 
tively constant. 

COMPOSITION OF THE FEDERAL DEBT 

The securities making up the federal government debt 
may be separated into categories based upon three different bases of 
classification. The first classification distinguishes intcTCst-bearing 
from non-interest-bearing debt. The second distinguishes securities 
available for purchase' by the public from those special issues which 
can be held only by specified owners. The third distinguishes securi- 
ties from one another on the basis of maturities— i.e., the time 
elapsing between the date of issue and the date on which the princi- 
pal is payable. 

Table 14 presents the composition of the federal debt existing 
June 30, 1945, combining all three types of classification mentioned 
above. We sImH discuss the separate classifications individually by 
reference to the Table. 

hUcrcst-hcarin^ and Non-ifitrrcsi-bcaririf!^ debt The 
non-inter(\st-b(*aring items of the debt are quantitatively unim- 
portant. Thev are composed of four classes, as indicated in Table 14. 
When securitic's mature or are called for payment prior to maturity,^® 
interest ci'ases. At any time* some calletl or matured securities will 
remain outstanding, owing to loss or destruction, or ignorancti or 
inertia of the* bolder. Savings and thrift stamps are sold to those who 
wish to invest in government debt in very small amounts. Tlie ex- 
pected procedure is for the investor to buy stamjis with his small 
chaTige, eventually acemnulating enough to convert them into a 
small bond. The Excess Profits Tax Ri*iund Bonds arose out of a 
technical provision in the excess profits tax. This provision granted 
a 10 per cent credit against the tax, which could be currently taken 

Most bond cfinlrLiul.s are “callable/’ pnndding an option to the borrower to 
repay principal at any time after a stated date and prior to stated maturity. 
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TABLE 14 Composition of the Federal Debt, June 30, 1945 


CLASS AND TYPE 

MATURITIES 

INTEREST 

OUTSTANniNO 

(millious 

or SECUIUTY 

(from issue date) 

RATES {%) 

of dollars) 


I. Interest-bearing debt 
A. Piiblie issues 
1 Bonds 


a T’reasury lionds 
b Savings bonds 
c Depositary 
bonds 

6-50 years 

10, 1 2 years 

12 years 

1.5^.25 

2.5-2.9 

2.0 

106,448 

45,52lS 

505 

Total hotids 



152,677 

2 Notes 

2—5 years, ex- 
cept tax series 

0.9-1.92 

33,630 

8 Certiflciites of In- 
deljteduess 

1 year 

0.875 

34,136 

4 Bills 

90, 91 days 

0.375, 0.376 

17,041 

B. Special issues 

1 Bonds 

2 Noll'S 

3 Certificab's of lu- 

debtedni'ss 

10 years 

5 yi‘ars 

1 year 

4.75 

1.875-1.0 

1.875^.0 

500 

9,816 

8,495 

Total Inlcrcst-])earing debt 



256,296 

, Non-interesi-bearing 
debt 




A. Matured debt on 
which interest 
has ceased 

matured 

■ 

280 

B. SaA ings stamps; 

thrilt stamps 

C. Excess profits tax 

refund bonds 

at any time 

2-6 years after 
cessation of 
liostilitics 

- 

177 

1,028 

D. Currency 

none 

- 

1,003 

Total non-interest-hcaring debt 


2,489 

Total gross debt 



258,629 


by the corporation to the extent of 40 per cent of the amount of its 
own debt retired during the year. The remainder was taken in non- 

From Atmual Report of the Serrefary of the Treasury, 1945, pp. 511-29. 
Totals are not exact sums, because of rounding. 
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interest-bearinf^ bonds, maturiiif; after cessation of hostilities.^- The 
currency included in the public debt consists principally of about 
$350 million of ‘‘greenbacks” and 655 million ol Treasury obligations 
toward redemption of national bank notes outstanding. 

Individual items in the category of interest-bearing debt vary in 
the amount of interest paid and in the method of paying interest. 
The spread of interest rates for particular types of securities shown 
in Tabic 14 represents the upper and lower limits only, and there- 
fore does not show ])reponderant rates on each class ol security out- 
standing. Study of the actual issues outstanding shows that the great- 
est concentration of interest rates lor each of the various types is as 
follows: 


Bonds 

2-2r2% 

Notes 


Ck'itifieaU'.s 

%% 

Bills 

%% 


As we move from long-term securities to short-term securities a 
noticeably lower intere.st rate is (evident. This is aeeoinited for largely 
in terms of the liquidity of the investment to the* holder. Temporarily 
idle funds or newly cr(*atf‘d bank res(Tves can be iin ested in 90-day 
bills at an ext^'emely low rate, while long-tcTin bonds appeal to the 
iiidi^^idual or institutional investor, and must carry rates of interest 
somewhat higher to discount the possibility of a future rise in interest 
rates. 

The liquidity of an investment depends upon the ability (a) to 
turn it into cash quickly, and (b) to realize a price which maintains 
the sell(*r’s capital. A dollar bill is the most highly liquid asset con- 
ceivable. A 90-day Treasury Bill is highly liquid because at the end 
of its short life it brings par value. A 20-year Treasury bond, on the 
other hand, altliough it would likely find a ready market for quick 
sale, might have to be sold at a discount. If the interest rate at which 
funds could In* safely invc'.sted in tin* market should rise, the market 
price of ('\istiiig boiids would fall. This is true because interest and 
principal on the bond are fixed throughout its life by the conditions 
of the bond contract, and no buyer would pay par value for the bond 
when opportunities exist for equally safe investment of his funds 

The Tax Adjustment Act of 1945 eliminated the basis for issue of these bonds. 
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elsewhere at higher return. The element of illiquidity inherent in 
changing market interest rates is the major factor in explanation of 
higher rates on long-term than on short-term securities during a low- 
interest period. 

The comparatively low interest rates on all classes of government 
debt are attributable principally to the safety of those investments. 
The nation’s great resources whieh stand behind the taxing power, 
combined with a record of government financial integrity, make gov- 
ernment securities the saft'st of investments. But other factors con- 
tribute to currently low interest rates. Tremendous individual and 
business savings play a part in holding down (private as well as 
public) interest rates, and possibly more important is bank credit 
policy in making large bank funds available for investment in the 
public debt. The latter will be analyzed in the chapter following. 

There are two methods of paying interest. The first is the coupon 
system, by which the holder of the security presents coupons to a 
bank on stipulated interest dates and receives his interest. Most 
bonds, nott'S, and certificates pay interest by this method, payment 
being made semi-annually. The second is the discount system, by 


13 


Tlio formula for prcscMit value of an investment with definite or expected 
niatuiity is; P — ^77- wheie P is present value or priee one can afford 


to pay; A is the future pavuK'iit or n*paynuMit expected, n is the number 
of yi'ars lu’iiee the pLi^ineiit or repavmeiit is expeeti‘d, and r is the rate 
of return the puteuli.d buyer expects to receive on im estineul of his funds. 
If 1 am willing to invest in Treasury bonds at 27r, 1 will p.iy p.ir for a 
2Vo bond. This bond P‘iys 2% on tlie par vnlue per ye.ir and returns the 
principal sum (p.ir value) on maturity. Suppose it is a 2()-year 2'^'f bond, par 
value $]()(), issued toda^^ The pieseiil ui eajiital value repiesiaits a series of 
future payments, viz. $2 per year interest for 20 years and $100 priniipal to 
be repaid at the end of 20 years. Substituting in the formula we get: 


P 


$2 $2 $2 $ 102 ^ 
1.02'^ (1.02)“ (1.02) ‘ (1.02)"’’ 


$ 100 . 


Now let us suppose that, after holding the bond for ten years, the market 
rate at whieh ('tpially safe investments can he made rises to 3%. If I could 
turn my bund into $100 cash I could reinvest at 3Vr, but I can sell it only 
at a discount, since potential buyers can invest at 3%. The amount which a 
potential buyer could aflord to pay for my lO-year-old 2% bond would be: 


p _ , $3 _ , $2 

1.03 (1.03)=^ (1.03)^ 


_$102 

( 1 . 03 )^*^ 


$91.47 
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which the redemption value of the security includes the accumulated 
interest. When the security is redeemed at maturity (or before) the 
redemption value combines principal aiid interest. Such securities 
are sold on a “discount basis/’ the buyer paying a price to the Treas- 
ury which deducts the interest through the life of the security. 
This method of interest payment is typical of Savings Bonds and 
Treasury Bills. In the case of Savings Bonds the Treasury establishes 
the interest (discount) rate payable by establishing the sale price, 
maturity date, and matured value. The small Series E Savings Bond, 
for instance, issues for $18.75, and at the end of ten years pays the 
holder $25.00. The relation between selling price and matured value 
establishes the interest (discount) rate at 2.9% compounded. When 
Bills are to be sold the Treasury invites bids on a competitive basis. 
Tliese bids are prices offered per hundred dollars par value of Bills. 
In this case it is evident that, sinee the relation between the bid 
price and the par value establishes the rate of discount (interest), 
the buyeT determines the rate and not the Treasury, though the 
Treasury retains the right to accept or reject bids. Tlie great ad- 
vantage of this melliod to the Treasury is that it is assured of ob- 
taining funds at the lowest available interest rates.’** 

Public and Special Issues Public issues of federal 
securities are available for general purchase by individuals, busi- 
nesses, and banks. There may ])(‘ limitations upon their purchase, 
such as the establishment of maximum (piantities of Savings Bonds 
purehasable in any one year. The special issues are securities issued 
by tlie Treasury for investment of government trust funds or to make 
deferred payment to particular class(\s of persons. Examples of the 
former are special issues of bonds, notes, and certificates for invest- 
ment of res(‘rves of the (government Life Insurance Fund, the Na- 
tional S(Tvice lafe Insurance Fund, the Old Age and Survivors In- 
surance Fund, the llailroad Retirement Fund, the Civil Service Re- 

It .should not l)f' iissnnn'd that ihv .sprrad in hid pri(‘(\s is widi‘. Bills are .sold 
principally to hanks, which repiestuil a highly organized marke t. P'or example, 
the' higlit'st hid it‘C‘('i\ed for Bills issued June 2iS, 1U45, was pi'r $100 

par value; the lowest hid W'as $99,905. {Annual lii'port of the SccTciary of 
ihc Treasury, 1945, p. 2S7.) 4410 price of Bilks was ]iegL!,ed during the recent 
war and at least into 1917 hy the readiness of the Federal Reserve Banks to 
buy or sell Bilks at 3/8 of V/r discount. 
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tirement Fund, and the Unemployment Trust Fund. An example of 
the latter is the special issue of adjusted service compensation securi- 
ties in 1986 to make honus^ payments to World War I veterans; the 
veterans wctc paid in sc'curities which could be redeemed at any 
time, but which accumulated interest until their maturity in 1946. 
A more reecMit example is the payment of terminal leava^ to World 
War II eiilistc'd men by the issue to them of interest-bearing bonds 
in 1947. 

Two significant situations are inherent in the special issues. The 
first is evicfiait by comparing below the maximum interest rates on 
public and special issues listed in Table 14. 


Bonds 

Nnlc\s 

Certificates 


puimic Tssur.s 
4.25 ^ 
1.92 
0.875 


SIM'CIAL ISSUES 

4.75 

4.0 

* 4.0 


The special issues in every case represent either investment of re- 
serve funds or the paymc'nt of soldiers’ bonus. In the case of the 
former the inter(\st rate is det(Tmined by actuarial recpiirements 
under the retirement or other plan; the Treasury is comjnitted to 
provide these amounts to the various funds, wlu'ther or iitJt they are 
called inter(*.st. On such issues, tluTcfore, the consideration para- 
mount in S('tting the interest rate was the need of the lender and not 
the normal desire to obtain funds as cheaply as possible. In the case 
of the latter the high rate* of intiTcst was set to encourage veterans 
to hold their bonds to maturity rather than to take immediate cash. 

The second— and related— situation is that the special issues rep- 
resent Treasury liabilities which in most cases are assets of other 
federal governmental agencies. Unless arrangements are radically 
changed, the Treasury must always have outstanding enough debt 
to accommodate the investment of special trust funds. At the end 
of fiscal 1946 such funds totaled just over $22 billion. By no means 
all of such funds can be c'xpected to continue their increase, but the 
Old Age and Survivors Fund may grow to $50-60 billions, depend- 

* This figure is abnonniilly high for public issue bonds. It relates to a World 
War I refunding issue of 1922, cunsisting of 30-year bonds in an amount 
less than one billion dollars. In fact if we exclude those issues, totaling 
slightly over 1 % of public issue bonds outstanding, the maximum rate is 3%. 
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ing upon how thoroughly the original reserve plan is altered. Al- 
though at present considerable debt reduction can occur before 
government reserve plans are embarrassed by the lack of invest- 
ment outlets for their funds, it is worthy of note that embarrassment 
is conceivable.^** 

Maturities Foui types of securities, dilfeTcntiated by 
their maturities, are distinguishable in Table 14. The maturity dates 
of bonds vary widely, between six and fifty years, though these 
limits in the range of maturities give little useful information. Study 
of the descTiption of bond issues outstanding at the end of fiscal 
1945 shov/s three concentrations of maturitii'S. It must be borne 
in mind that we are here considering maturities in terms of the time 
elapsing betw(^en issue and maturity; we are not considering the 
dates on which various bonds, issued at different times, will mature. 
Slightly over half of the bonds outstanding at the end of fiscal 1945 
wcTt' issued with maturity dates about 10 (9-11) years following 
their issue. About one-seventh had maturity dat(\s of about 15 
(13-18) year.s, and .slightly ovc'r one-fifth wer(" issued for periods of 
about 25 (24-27) )'ears. These three' groups aec‘Ount for roughly 
90 per cent of the bonds outstanding; the nanainder are scattered 
bi'tween six and fifty years. 

The Bonds issued bv the federal government represent the long- 
tfTjn borrowing of the Trf^x.sury. Notes range in maturities from two 
to five years, CaTtilicatt's mature in one year, and Bills in 91 days. 
The issut^ of securities of such varying maturities reflects the Treas- 

carry tlio .siliralion fiirtlicr, the Seeretary of the Treasury estimated that 
on ]mie ‘^0, 1015, hank iiu estiiienls in go\ eninieiit dc'bl totaled $120 billion, 
iiisiir.mca' eonipaiiii-s lu'lcl .1)24 billion, and other corporations and associations 
held $dl billion ( Anmml Report^ 1945, p. 691). 'Flicse three classes of in- 
\(^stors held $175 billion of go\i*rnm('nt d(‘bL. It is clear, thcTclore, that 
pri^al(‘ business conccTiis ha\'e become heavily dependent upon government 
debt as an nutlet for investment funds. 

Armiial Hrpori nf (hr Scrrt'tcm/ of the Treasury, 1915, pp. 511-17. 

Praetically all Treasury Bonds (not ineluding Saving Bonds or special is.siies) 
are “eallahle” by the Treasury prior to tlieir stipulaU'd maturitv date, gen- 
erally by two to five years. Thus, for instance, the “2s uf 195.S -55” pay coupon 
interest of , are callable in 1953 and payable in 1955, The t allahle feature 
makt'S possible retirement or replacement before malnrily, and thus provides 
some elasticity in the position of the borrower with respect to earlier retire- 
ment or replacement with new securities prior to muturity date. 
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uiy’s attempt to tap all sources of loanable funds in the market. Only 
in this way can the cost of borrowing (interest) be kept to a mini- 
mum. It is, however, important that maturities be so arranged that 
too heavy a strain is not placed upon the market at any moment by 
the necessity of replacing matured loans with new borrowing. 

RETIREMENT OF DEBT 

In this section we shall be concerned with the retire- 
ment of particular issues, as well as with net reduction of the debt. 
It is, of course, true that if particular issues are retired and not re- 
placed net reduction in debt occurs. But debt inanagement in mod- 
ern times has involved much more replacement of maturing debt 
than net retirement. On page 159 were presented figures showing 
public dc^bt receipts and expenditures during fiscal 1945. The pro- 
ceeds of sales of securities during the year amounted to $179 billion. 
Retirements ol securities amounted to $121 billion. Thus, two-thirds 
of new borrowing during the year was for replacement purposes, the 
remainder reprc'stmting net increase in gross debt. 

Refunding A debt is funded when the treasury bor- 
rows by sale of its securities to pay “lloating” obligations, such as for 
salaries or materials. Miscellaneous obligations are thus retired by 
creating a new group of creditors holding a single type of security. 
(There is technically no such thing as a federal ‘‘floating debt,” 
though local govcTiiments have not infrequently paid salaries and 
purchased materials in “warrants” which are used locally as money 
when the holder sells his warrant to a bank.) He/unr/mg is the 
process ol replacing maturing securities with new. Securitic^s may be 
redeemed because they are due or by exercising the right to “call” 
before final maturity. In the latter case government exercises its 
option to take' advantage of bc'ttcT current intcTi'st rates or to re- 
arrange the maturitic'S of outstanding debt. Most refunding opera- 
tions, howe\(‘r, are undertaken because of the necessity of meeting 
maturity reejuirements. 

Much short-term borrowing (though not all) is undertaken in 
anticipation of tax collections or long-term borrowing. When Bills 
are sold in anticipLition of tax rc'ccipts, it is presumed that these Bills 
will be retired and not replaced. However, if the rate of spending is 
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high in relation to taxes, tax collections may be largely used up in 
retiring the Bills, making necessary further short-term borrowing 
after tax date in anticipation of later collections. When shorl-term 
borrowing occurs in anticipation of long-term borrowing, it sctvcs 
the necessary purpose of making funds immediately available to the 
Treasury. The various war loan campaigns to sell bonds to the 
general public actually performed the immediate lunction of raising 
funds largely to pay off maturing Bills held by the banks. In addi- 
tion, they served the highly useful purpose of transferring a larger 
part of the public debt to the general public.''^ 

In addition to the replacement of short-term loans by longer- 
term loans, refunding operations often siinpl}^ replact* maturing 
shorter-term securiti(\s by new sc'cnrities of like type. Some Treasury 
Notes and most Certificates of Indebtedness were ('xehangt'd at par 
for new and like issue's during 1945.^*^ This accomplishes simply the 
postponement of maturities lor another ninety davs or up to five 
years, continuing to tap sources of loanable funds desiring such 
maturities. 

Conversion Conversion is a special ty])e of refunding, 
undertaken prior to maturity of existing loans, to gain some par- 
ticular advantage to the Treasllr^'. It could be undcTtaken to pro- 
mote traiister ol debt Irom banks to individuals and institutional 
investors, tr) adjust maturities of outstanding debt to a more easily 
maiiagcalile pattern,-'" or to reduce interest ehargt's. 

Brief eonsideration ol the large eon^^ers’ion operations of the 
British government in 1932 is instructive."’ The' j)iirpose was to re- 

This is uselul to (1) goiicTiitr wich'spro.ul participtilion in tlio finaiu i.il iispeots 
of tlie war or emcMgciicy eitorl, and to (2) naluto tlu‘ inlLitinnaiy piessurc 
upon prioos inberenl in actuniiilatod idlt' hinds of individuals. 

Annual Rcpaii of ihc Secretary of the Trcasuiy, 1945, pp. 5J7, 519. 

'‘"A proposal was reporlod in the N(*w Yoik Tunes, April R, 1946, to convert 
part of the U. S. federal debt into perpetual debt witli no slated maturity 
date. Sueh a proposal emphasizes the atlvanla|^es ol such securitii'S to in- 
stitutional inv(\stors, and to the Treasury, which would then be utuIct no 
conipulsions of the calendar to repay or refund. Debt retirement under such 
a plan would occur either by exercising the option to call the bonds for 
redemption or to purchase them in the open market. 

The story is admirably told in a senes of articles and notes in The EcAmomist 
during 1932, particularly in the Notes “War Loan” (July 2, 1932, p. 10) 
and “The Full Tale of Conversion” (November 5, 1932). 
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duce interest charges on the post-war debt, and the result was to 
reduce the annual interest rate on slightly more than one-third of the 
debt from just under 5 per cent to less than 3/2 per cent. This con- 
stituted an annual saving in interest charge's of roughly cL30 million. 
The problem was to call tlu' existing loans and replace them with 
securiti('s at lower inti'rc'st rate's. In vie'w e)f the fact that the Treas- 
ury aceoiinls we're in qne'stie)7iable balance and the' plan was under- 
taken as a measure of relief to government, there was real dange^r 
that the market would not purchase the reconve'rsiou loan at low 
rates e)f intere'st. It was partly a cjue'stion of sturdiness e)f the invest- 
ment markc't against ve'ry large ne'w linaiicing, anel partly a question 
of coTifidence in the governmemt. 

The war loans to be convcTled were called as of December 1, 
1932. Holders of called bonds were invitf'cl to “continue'” after that 
date in bonds of low(‘r intc'rest. No maturity date was established 
on the new bonds, though they could b(' called at any time aftc'r 
1952. Holders who notified the government by July 31, 1932, of their 
desire to accept conversion bonds in exchange on December 1 were 
paid a cash bonus of Jul per £100 of called bonds. Those who 
wished ca.sh for tlu'ir calh'd bonds were la'quirr'd to so notify the 
govennnf'nt bv Sc'pteinber 30; the remainder were decnnc'd to have 
accepted conversion. 

The Ero/ionii.si wrote: “Considering that, four months ago, the 
Government’s credit was on a 4 per cent basis, at best; that sterling 
has undergone since mid-summer a serious depreciation; that fully 
4 per cent is still obtainable on high grade bonds abroad; and that 
the budget is balanced precarivnisly enough, even if we pay no more 
on War Dt'bt account to the United States— the Tri*asurv is entitled 
to praise for its boldness, adroitnc'ss, and success.”-- Successlul as 
the program was, certain feahires of the circumstance's which con- 
tributed to its success must be mentioned. It was undertaken on 
patriotic grounds, and was thus not successful purely on grounds 
of investor st'lf-inttrest. The bonus payme'ut for prompt choice to 
“continue” in low-rate bonds undoubtedlv hedped. Probably one- 
third of the converted debt was held by govt'rninent departments, 
banks, and insurance companies, upon whom considerable special 
November 5, 1932, p. 824. 
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pressure could be put to lead the conversion parade. Probably most 
eflFective in the success of the loan was the current trade stagnation, 
which had created large amounts of savings looking for investment 
outlets. Thus, the 3/2 per cent yield on conversion securities probably 
measured quite accurately the supply price of funds available for 
investment in govcTinneut debt. 

The British conversion problem in 1932 was a special one, owing 
to its timing, its magnitude, and the conditions under which it took 
place. When investment funds are readily available at low interest, 
conversion of a moderate portion of the debt into st'curities bearing 
low(’r interest can be relatively simple. Such has actually been the 
case in the United States. By refunding at maturity or conversion 
prior to maturity the* high interest bonds of the World War I (and 
immediate post-war) period still outstanding at the end of 1930 
had by 1915 bee'ii exchanged for lower interest bonds.-'^ Between 
1930 and 1945 there was no year without a budget deficit, indicating 
that no nc*t retirement of debt could have occurr(*d; issues retired 
must, therefore, have* be('n replac(‘d. Tn these rt'funding and con- 
version operations the large supplies of otherwise idle investment 
funds liaM* contrilnitt d greatly to succ ess. 

The Fund A sinking lund is a fund for re- 

tiremc'iit ( r(*pavuu*nt ) of fuud(*d debt. The creation oi a special fund 
for this purpose has had theoretical justification in the belief that 
go\ (‘rnmc*n[ should impose upon itsi*lf requircMueuts for orderly debt 
retirement. The income of the sinking fund must, of course, be pro- 
vid(*d out of general go^a'rnmental revenues— i.r., regular aj^propria- 
tious and/or dedicatioji of ct*rtain Treasury revenues to the sinking 
fund. 

A fedc'ral sinking fund was finst established in 1792, largely be- 
cause of the efleetivenc'ss of the argiimcaits of Alexander Hamilton. 
With the revision of 1795, certain revenues (principally those from 
sale of public lands) were dedicated to the fund. One of the inte^r- 
esting (‘pisodes of American financial lii.story occurrc'd in connection 
with Hamiltoirs proposal of a cuiiiulative eleuK'ut in the sinking 
fund, by which provision interest on government securiti(*s bought 

With one exception; the 4'VJf bonds of 1947 52, issiu'd in 1922, wliich were 

neither eidliil nor payable hy June 30, 1945. 
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by the sinking fund prior to maturity must be paid to the fund for 
further debt retirement. Hamilton’s plan was ridiculed by his op- 
ponents as an attempt to retire debt without money. It is clearly 
evident that Hamilton’s intention was to have Congress impose upon 
itself an obligation to retire debt through the fund at the maximum 
possible rate, and that interest could as well be paid to the sinking 
fund as to non-governmental creditors. Nevertheless, a government 
dedicated to economy and to the use of treasury surplus for debt re- 
tirement could accomplish equally large debt retirements under 
most conditions. 

The federal sinking fund now in operation calls for annual ap- 
propriations from the general fund, measured by a percentage of 
the amounts of debt contracted for certain purposes,-^ plus the in- 
terest which would have been payable during the year on uiimatured 
bonds and notes purchased or redeemed during the yt'ar or previous 
years. The latter provision embodies Hamilton’s cumulative sink- 
ing fund feature. 

Appropriations to the sinking fund during 1945 amounted to 
slightly over one-half billion dollars. The sinking fund provisions 
have not been applied to the funded debt in geneTal, but only to 
specific issues, which accounts for its meagerness. On the otlier hand, 
during a series of deficits, while net new borrowing is constantly 
going on, there is little point to an iron-clad requirement of debt re- 
tirement. Even though money is appropriated to the sinking fund 
regularly, it is not necessarily used immediately for debt retirement. 
The sinking fund buys securities in the open market. When market 
prices are above par it may be penny wise and pound foolish to pay 
a premium for a security which can be called or paid on maturity 

(a) Under the Vietory Liberty Loan Act of lUlU, of tlie ai2;i»;reu;'Lite 

anioiinls ol LibiTl^ Bonds and Victory Nott's onlslanduig on |iily L J920, 
less an amount crjiial to the par anioinit of any fjl)li<^atiori of foreign 
governments held by the United States on jidy 1, 1020. 

(b) Under tlu* Einergc‘ncy Belief and CJonstriielion Aet ol 1032, 2h9/ of tlie 
aggregate amount cjf e.xpeiiditure.s from appropriations made or antliorized 
under the Aet. 

(c) Under the National Industrial Reeovery Aet, 2%^ of the aggregate amount 
of expenditures from appropriations made or authorized under the Aet. 
Tlie appropriation under these provisions for 104.5 amounted to about 

billion. 

{Annual Report of the Secretary of the Treasury, 1945, p. 566.) 
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at par, particularly under conditions of low interest rates. The total 
of funds available to the sinking fund in 194S was about five billions, 
yet the fund purchased no securities during the year. 

The use of a sinking fund by the federal government has little 
to recommend it. As currently used by the federal government it is 
well-nigh meaningless, since accumulation at a rate of one-half 
billion dollars per year can hardly be said to accomplish any of the 
results intended for such a fund. Experience has clearly demon- 
strated that effective sinking fund provisions for orderly debt re- 
tirement are not necessary to create confidence of investors in federal 
issues. The more effective the sinking fund is in binding government 
to a significant amount of regular debt retirement, the more effective 
is the barrier to the administration of changing fiscal policy. Surplus 
revenues constitute the sole source of funds for net retirement of 
debt; wise refunding and conversion operations offer the most de- 
sirable tools for managing interest rates and maturities. 

CONTINCJENT LIABILITIES OF THE FEDERAL GOVERNMENT 

The Treasury has contingent liability— an obligation to 
make good in case of default by a primary debtor— in connection 
with its g larantee of the obligations of certain semi-public and 
public corporations. The simplest and most obvious case is that of 
Federal Reserve Notes, which are note issues of the Federal Reserve 
banks redeemable at the Treasury or at any Federal Reserve bank. 
Sinee these notes are a prior lien on the assets of the Federal Reserve 
banks the dc'gree of practieal liability of the Treasury is so slight as 
hardly to deserve mcaitioii. 

During the 1930’s several government eorporations were created 
to administer government policies with respect to extending credit 
to various segments of the ('conomy. The largest of these were (are) 
the Commodity Credit Corporation, the Federal Farm Mortgage 
Corporation, the Federal flousing Admijiistration, the Federal Pub- 
lic Housing Authority, the Home Owners' Loan Corporation, and 
the Reconstruction Finance (Corporation with its many subsidiaiics.^'* 

"■* All cvtellont study uf tlic financial relation bctwi'cn the Treasnrv and [];nvern- 
inenl corprirations is: H. Walter I fan^nxn es, “Tlit' (.’iiarantced Six'iirity in 
Fcdcial Finance,” Jounwl of Poliiical Economif, \"nl. 50, August, 1942. This 
section leans heavily on Piolcssor Hargreaves’ findings. 
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Most such corporations were created to perform lending functions, 
which rc‘qiiired the raising of loan funds. Two alternatives presented 
themselves: provision of the funds by the Treasury out of the pro- 
ceeds of its own borrowing, or direct borrowing by the agencies 
from the capital market, the securities to be guaranteed by the 
Treasury. Until 1941 the latter alternative was adopted. Pursuit of 
this course was first determined upon in the establishmeait of tht' 
RFC in 1932, prior to the “New Deal.’’ The arguments advanced 
for this course w(tc‘: (1) By establishing corporate independence of 
the Treasury, ihert' would be less fear of entrance of the Treasury 
into the banking field, and RFC could be a business institution 
immune from bur(\iucracy; (2) if such a cor])oration could be set 
up with its own borrowed funds the federal budgt't would not be 
unbalanced thereby, strengthening governmimt’s ability to stand 
firm against misccdlaneous inflationist groups; (3) the corporation’s 
debts would be s el f-liqui dating, and thus would not be a burden 
upon taxpayers. Tt was recognized from the beginning, howe\er, 
that Treasury guarantee of principal and interest on the corporation’s 
securities was essential. Otherwise it was highly doubtful that funds 
could be borrowed on favorable terms by a new corporation form(‘d 
expressly to rush in wliere established financial institutions feared 
to tread. 

The RFC pattern was applied to other corporations as they were 
organized. Before long, however, Congress violatc'd the inde- 
pendence of these corporations by reejuiring specific loans, and 
violated the s(4f-liquidating character of the loans by rtTpiiring c tT- 
tain agencies to pay governmental subsidies and providing for 
Treasury replacement of the impairment of their capital which re- 
sulted.^^^ Since by 1941 the independence and the self-liquidating 
aspects of many of th(\se corporations had bt^en seriously qualified, 
the present plan was instituted whereby funds for such corporations 
were henceforth to be provided by the Treasury.-' The advantages 
of this system are several. The needs of the agencies are coordinated 
llargroavcs, op. nV., pp. 564-65 

In 1945, lu)W('\i^r, ibere was partial roversion to tin* prp-1941 scheme of 
borrowing by corporations on guaranteed obligations. The borrowing power 
of FHA and RFC was extended. (Annual Report of the Secretary of the 
Treoi-ury, 1945, p. 88.) 



STATE AND LOCAL DEBT 179 


with those of the Treasury; the Treasury can borrow more cheaply 
than can the agencies; a measure of centralized Treasury control is 
established, coordinating financial policies of these corporations with 
fiscal policy. 

By the end of fiscal 1946 the amount of Trt'asury-guaraiiteed 
debt of governmental corporations had been reduced from a high of 
$6 1/3 billion to slightly over one-third billion dollars. However, 
owing largely to the change in policy in 1941, there was outstanding 
at the end of 1946 approximately $12 billion of Tri*asury debt in- 
curred to raise funds for these corporations. Although the latter is a 
direct and not a contingent obligation of the Treasury, it is still 
largely self-liquidating. Other things being equal, the burden of 
debt incurved to provide capital funds for corporations carrying on 
a lending business is identical, whether the funds are borrowed by 
the corporation and guaranteed by the Treasury or borrowed directly 
by the Treasury and knit to the corporation. If the corporation is 
self-liquidating, both principal and interest of either type of borrow- 
ing rc'present no burden upon the taxpayers. The effect of the change 
in poliev in 1941, substituting Treasury-borrowed funds to the corpo- 
rations for funds borrowed by these corporations and guaranteed by 
the Trc'asury, is to o\ ('rstate the jmblic debt. This is probably 
preferable to the iiiiderslateineiit which results from Treasury guar- 
antee of corporation-incurred debt. 

STATE AND LOCAL DEBT 

Much of the preceding discussion applies to state and 
local as well as to federal debt. The power of state and local govern- 
ments to borrow depends upon the confidence of investors in the 
borrowing goverinneiit. (Considerable variation in borrowing power 
is evident among individual governments; this variation is based 
upon the previous record of the borrowing government, the adequacy 
of tax yields in relation to debt outstanding, the type of securities 
offered, and the condition of the capital market. The important dif- 
ferences between state and local borrowing and federal borrowing 
will be discussed under separate headings below. 

Of this amount 80% represents borrowing for tlic RFC, op. cit., 1946, p. 604. 
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Maturities The extensive use of short-term borrowing 
by the federal government is not typical of state and local govern- 
ments. At the end of 1946 only approximately 3 per cent of gross 
state and local debt outstanding was represented by short-term bor- 
rowing.-® Short-term borrowing is represented by bank loans, by 
scrip and warrants, and by tax- and loan-anticipation certificates. 
Such loans typically have maturities of less than one year. 

Long-term debt of state anti local governments is represented by 
three general types of bonds: gtMieral obligation bonds, revenue 
bonds, and “quasi-revenue” bonds. The first are quantitatively the 
predominant type; at the end of 1943, 85 per cent of all state and 
local long-term debt was represented by general obligation bonds. 
These bonds are general obligations of the issuing government, 
guaranteed by general governmental revenues. Revenue bonds are 
bonds which establivsh claim to particular revenues; they are com- 
monly used to finance* the construction or purchase of public service 
enterprises, and the revenues of the enterjirises are dedicated to the 
payment of interest and principal. Revenue bonds usually do, but 
need not, carry guarantees bv the general treasury, yuasi-revenne 
bonds are bonds which have certain tax revenues dedicated to the 
payment of iheir principal and interest. Tlie most important l)orrow- 
ing on this type of bonds is special assessment borrowing; property 
improvenu'iits (such as streets, sidewalks, s(*wers, seliools, etc.) are 
undertaken with Imrrowed funds and the rf*vennes from spt*cial 
assessments upon tin* lienefited propertv owners art* dedicattnl to 
bond payments. In nearlv all t'ases c|uasi-re\ i*nue boiuls are a con- 
tingent liability upon the general funds ol the tr(*asury of the issuing 
government. 

A highlv useful instrument in state and local borrowing is the 
serial bond. An issue of serial bonds carri(*s varying st'vial maturities. 
For instance, a straight twenty-year st‘rial issue would provide for 
the maturity of one-t\\T*ntit*th of the issue eaeh year for twenty 
years. The advantage’s of se’rial bond issues an* sevi*ral. Although 
classed as long-term borrowing, ihev may a]ipeal to investors of 
short-, intermediate-, and long-term investment funds, thus utilizing 

Governmental Debt in the United States, ]fM6, p, 9. 
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nearly the whole capital market. They provide an inherent plan for 
orderly retirement without recourse to the sinking fund, and thus 
appeal both to investors and to government. The advantages to 
govcTiiment of retirement outside the sinking fund are regularizing 
of retirements and economy in accounting. Whatever disadvantages 
serial bonds poss(\ss relate to the rigid program of retirement which 
they impose upon gOA^ernmtait. 

Interest Rates Interest rates which state and local 
govca'iiments are forced In pay vary among governments. We may 
state as a generalization tliat state and local governments borrow at 
highc*r interest than does the federal government.''^^ The eompara- 
ti\'cly low rate at which the federal government borrows is due to 
(1) its excellent record in meeting its obligations, (2) tlu' breadth 
and diversity of its revenue resources, and (3) its peculiar ability 
through the banking systcan to create a market for its securities at 
low interest. Partienlar importance should be attachr^d to the last, 
though the influence of the others cannot be denied. 

Defa^ilt A debtor who fails to meet principal or in- 
terest on its obligations is said to be in default. At no time has the 
federal government delaiilted on its obligations.-^’ There are few 
cases of default by state governments eveai on floating debt, but th(‘ 
record of local gov(Tnments is not good. It is estimated that 1120 
local governments were in default on bonded obligations on Feb- 

Simple Lli^isi()n ol tn1;il iiileiesl payments llu' fisual year 19-13 hy pmss 

debt (lut.staiidiiij^ at the end nf the >ear es an a\ L ra[!;e rale nt interest of 

for stale and loeal i!;in erinnenls and J.-4/f for tlu* federal jrovernment. 
This simple eoinparison imisL, howexer, be used eautionsly, as it is loaded in 
favor of tlu* fedc'ial ij;o\ eminent. The federal delil inereased diirin|; fiseal 11)43 
from $72 billion lo $130 billion; on some pait of this iiel inei(\ise in debt no 
interest was paid during 11)43. State and foeal debt iietiiallv deereas(*d about 
a billion dollars during llu* year, but even if we lake note ol more minor errors 
m the eompiitatioii, siieh as the ineln.sion ol small iion-interest-lu‘aring delit 
in the fedeial gross debt, it is evident that the federal gn\ erniiu'nt has been 
able LO buirow on eoiisideralily more f.noralile interest terms’ than has the 
average goverimieiiL in the state and loeal groups. 

111 a very narrow and teehniial .sense tlie abrogation of tlie gold elaiise (re- 
fusal to pay in gold as the bond contract specified) in 1933 ean be cbvirac- 
terized as default. Failure of the United Slates gov eminent to assume tlie 
debts of tlic Confederacy following the Civil War cannot be considered 
federal default. 
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niary 1, 1933; only six states were without defaulting local govern- 
ments.’- The cause of default was inability during deprc'ssion to 
meet high fixed claims out of diminished rt'venues, at times 
made more acute by the failure of banks carrying government 
deposits. 

Mention must be made again of the Favored position of the 
fedcTal government on account of its currency and credit pow(TS. 
The power to issue currency clearly representt'd a useful federal 
revenue instruiruMit during the (]ivil War. It mav be that federal 
default was avoidc^d at that time by the issue of “greenbacks.” The 
elasticitv in bank reserves made possible under the Federal Reserve 
System offered a useful source of borrow(‘d funds for the federal 
Treasury which proved to be a great boon during World Wars I and 
II. State and local governments can avoid d( 'faults only by taxation 
or by new borrowing from capital markets which they cannot 
control. 

What happens in ease of default? In the ease of private debt, 
foreclosure results. Foreclosure of governmi'iit prop(‘rty is not only 
infeasible, but unthinkable except in the possible case of revenue 
bonds issued for the purchase of public utilities. It is, however, 
feasible to provide for municipal receivers, who take over the fiscal 
affairs of defaulting local governments, and operate tlnari with a 
view to eventual repayment of creditors and r(diabilitation of local 
finances. The failure of many state n'ceivership laws lies in exet'ssive 
subordination of receivers to local legislatures. In cases of receiver- 
ship, receivers should be given powers to lay and collect taxes uuiler 
authorization and control of the state government; too often the 
receiver’s revenue powers are limited to borrowing. 

In this chapter we have surA cyed public debts descriptively. It 
is hoped that the reader has a working knowledge of the c'ssential 
facts and mechanics of public borrowing and r('paynu‘nt of debt. 
The economics of public borrowing we shall discuss in the two fol- 
lowing chapters. Chapter S deals with the inonc'tary aspc'cts of public 
borrowing, while Chapter 9 studies the economic burden of debt. 

Evans Clark, The Inirrnal Debts of ihc United States^ N. Y., Twentieth 

Century Fund, 1933, p. 270. 
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CHAPTER 8 


PUBLIC DEBT 

AND THE MONEY SUPPLY 


ECONOMIC SIGNIFICANCE OF MONEY SUPPLY 

Goveniinent borrowing may have significant effects 
upon the economy through a change in the amount of money in 
use. It is not uncommon to hear, or read that unbalanced govern- 
mental budgets create inflationary influences, or that public borrow- 
ing is an important cause of inflation. It is our purpose in tliis chap- 
ter to analyze the possible monetary (dfects of iiicrc‘asing or decreas- 
ing public debt. That is, we are here particularly interested in the 
influence of public debt upon the money supply, and the implica- 
tions of that influence for the level of prices and of economic activity. 
We have noted at an earlier point in our study that tlie introduction 
of new money into the systtan can increase the level of national in- 
come, and that the destruction of money (retirement of debt to 
banks) may result in lower income. We consider first the relation 
of money to prices, and later the mechanics of money increase and 
decrease through public borrowing and retirement of debt. 

By ‘'money supply” we shall mean the (quantity in existence of 
those things wliich do the moiuy Avork by acting as a medium of 
exchange. Included in the money supply are the quantities of 
“money” narrowly defined as comj^osed of coin and paper money, 
and of bank deposits subji*ct to check. These are the things which 
pass as the means of payment in a modern economy. 

The quantity of money (currency and checking deposits) has 

184 
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important significance both to the level of economic activity and to 
the distribution of wealth and income. The influence of the quantity 
of money in circulation is felt principally through its effects upon 
demand and therefore upon the price level. Although it is not within 
the scope of this book to dwell at length upon monetary theory, we 
shall consider briefly the “equation of exchange” as a simple and 
familiar focus of large categories of influences upon the price level.^ 
The equation of exchange states that the general level of prices (P) 
is a function of three variables: tlie average quantity of money in 
circulation during the period (M), the velocity of turnover (V) 
of that money, or the number of times each average unit of M is 
used during the period, and the volume of goods and services sold 
during the period (T). The relations among these variables are in- 
dicated by the following statement of the equation: 

p^ M V 

T 

The equation itself is a truism, representing a summation of all price 
transactions during the period considered. The truism is evident 
when the equation is stated in the form; MV = PT. Total expendi- 
ture for goods and services during a period (MV) must be equal to 
price per unit times the quantities of goods sold (PT), or the value 
of all goods exchanged for money during the period. 

Admittedly the equation of exchange is not in itself a complete 
explanation of changes in the price level. Such an explanation in- 
volves investigation into the determinants of M, V, and T. It in- 
volves explanation of why and how changes in these variables occur. 
The reasons wluj changes occur are, generally speaking, to be 
found in the reactions of individuals to economic facts, and are es- 
sentially those which we have previously discussed in connection 
with the behavior of consumption, imestment, and hoarding. Ex- 
planation of how the changes occur requires understanding princi- 
pally of the mechanics of changes in money and goods. 

Movements of the price le\ el, through their effects upon anticipa- 

‘ For Li brief study or review nf inoiietiiry theory and tlie significance of money 
in the economy, see Lester V. Cliaiidler, An Intruder lion io Monetary Theory, 
New York, IJarper, 1940. The quantity theory is discussed in Chapters 2-4. 
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tions, may strongly influence the level of employment and economic 
activity. An increase in MV represents a rise in effective demand 
for goods, and is normally accompanied— at least in the short run— 
by a rise in prices. We have seen in Cliapter 5 how increases in the 
price level, normally accompanied by lagging increases in costs, offer 
profit prospec'ts ^vhicll are conducive to business expansion. When 
the price levt'l is falling the same lag in costs augurs reduced profit 
margins and thus encourages unemploymc'ut and a Iowtt le\'el of 
business activity. Price level stability (*nconragt\s stability of business 
activity near the levt*l attained. It is thus seen that, siiice prices arc' 
determinants of the level of economic activ ity and since the money 
supply is one of the determinants of the price level, llie money sup- 
ply is a detcnniiuint of the level of national income. 

This in no way cpialifies or confuses the analysis of national in- 
come and its determinants in (IhaptfT 4. For MV is total expenditure 
for goods, and therefore is gross national income, while PT is its 
coiintcTpart, gross national product. Hoarding, or disuse of income, 
either takc's currency out of circulation or destroys credit money. 
So long as spendings in Period 2 an* (‘(piiv alent to income of Period 1, 
the level of income remains uncliangc'd. But if income of Period 1 
is hoarded and not spent in Period 2, the level of income can be 
maintained only bv dishoarding of Period 0 income or the creation 
of new money to make up the dc'ficiency. 

W(' are Iutc interc'stc'd in the monev supply, i.r., the quantity of 
money in use. But by concentrating our attention upon th(' money 
supply as a dc'tc'rminant of price levels wt' are not denying tlu' im- 
portance of th(' oth(T two determinants: velocity of circulation and 
volume of tratf('. Tn a givaai instance an increase in the money supply 
may have no effec't upon jirices because anticipations are such tliat 
new money is not used. In this case increase in the momy supply 
has been neutralized by decrease in velocity of its use. And in a 
given instance an increase in the money supply may not raise prices 
because of an equivalent increase in the volume of trade. 

We have seen that changes in tlie money supply can produce 
changes in prices and thus in the level of national income. But 
changes in the price level also result in redistribution of wealth and 
income. The lag of wage and salary incomes behind price changes 
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results in a worsening of the position of these income receivers dur- 
ing price rises; when prices fall the income position of these classes 
is enhanced. Creditors lose while debtors gain during price increases; 
the reverse is true when prices fall.- 

Wise monetary and fiscal policy require that the money supply 
be'have with sufficient elasticity to finance an expansion of employ- 
ment and trade, and he subject to the controls necessary to avoid 
inflationary price^n creases when full employment is reached. During 
expansion of production an (u erly rigid money supply can check 
that expansion. On the other hand, increase in MV at a rate more 
rapid than the increase in production can only inflate the prices of 
these goods, causing wholly unplanned and almost ccTtaiiily unde- 
sirable redistribution of inernne. 

The term “inilatioir carries a variety of meanings, and in much 
of its usage no specific meaning at all. We shall use the term to mean 
marked price increase due to monetary (‘auses. Inflation rc'sults when 
spending increases more rapidly than do the quantities of goods 
available for sale. In terms of th(‘ ('qnation of exchange, MV inert'ases 
more rapidly than T, and P rises. Tin* control of incipient inflation 
recpiires therefore a reduction of the moiu'y supj^ly relati\e to the 
rate of physical production, or an increase in production to spread 
increased money supply over a larger physical quantity of goods. 

FISCAL I’OLICY AND INFLATION 

The financial policies of government may promote in- 
flation under circumstances in which the output of goods is siibjc'ct 
to limitation. We have already indicated ((fliaptcT 5) that public 
spending, which can be highly c'ffectivc in inducing an expansion of 
business activity during a period of iindcTC'uqfloyment, should be 
reduced to a miniinuin when full employment is reached. If not re- 
duced, government becoint's a strong influence in bidding up the 
prices of limited (piantities of goods. A special case is that of war, 
during which civilian production is rigidly limited while individual 

^ For tin's mason an inlcmstin[r Imt infeasible proposal li.is rfTontly b(*en ad- 
vanced. Tlic proposal is that interest and principal payments on government 
bfmcls be not in fixed dollar sums, but in fixed rpiaiitities of purchasing power. 
If prices rise during the life of the bond, interest and principal payments would 
incrca.se proportionately, and vice versa. 
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incomes are high.'^ Under such circumstances it is of course impossi- 
ble for government to reduce its spending; the instruments of con- 
trol arc heavy taxation, extensive borrowing of surplus income of 
individuals, rationing, and price fixing. Borrowing from banks should 
be kept tti the minimum level necessary to provide incentives for 
maximum production, and under conditions which make additional 
bank credit available only to government, and not to the general 
public.'* Taxing and borrowing from individuals remove inflationary 
funds from the' market for civilian goods; the combination of ration- 
ing and price fixing is designed to sterilize that portion of surplus 
incomes not taxed away or borrowed by government. 

If surplus incomes were transferred to government by taxation 
or borrowing, and then spent by government for military goods, 
average prices of both military and civilian goods would be main- 
tained near former fi'vels. Taxation or borrowing from individuals 
would take spendable income from civilian goods markets and thus 
hold demand for those goods in check, while the incomes so trans- 
ferred to government would be spent for military goods. But pr(‘- 
sumably an increase in military production from period to period is 
desired. This increase in national output will reejuire the introduc- 
tion of new money (or dishoarding or increased velocity of money 
use), which will be provided by newly created bank credit for go\^- 
ernment. Under the ideal C'onditions of adequate taxation and bor- 
rowing, the probh'm is to create the new money necessary to 
purchase increased physical output from period to period without 
at the same time providing additional available credit to non-govern- 
mental users. To the degree that taxation and borrowing are in- 

^ This particiiliir iiiflatinii ])r()hlem luis been tliscnssed in C’liiqitpr 4, ])p. 90 92. 
^ It may he ohjc L letl lluit prh ale enneenis recpiire expansion eapilal tlnring war 
in order to meet war prodnetion recpiireint'iits. Tlie nub of tlie problem of 
financing a war without marked inflation is to force .sa\ ings on the part of in- 
dividuals by j)rict‘ control and rationing of scarce goods and materials, and to 
transfer these sa\ings to those \\bo need funds for war purposes— government 
and war industry. A miiiiimnn creation of new money is desirable. To the 
extent that new funds are necessary to finance plant exp.insion it is probably 
better for gf)\ ernment to provide the funds bv borrowing from the banks, as it 
did in World War IT thunigh Defense Plants Ck)rporalion and Smaller War 
Plants Corporation. Phe meaning of this will become more c lear in our later 
discussion of the meehanies of credit expansion. 
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adequate to remove surplus incomes, inflationary funds are left 
hanging over the civilian goods markets and larger quantities of 
new money must be created to purchase expanding military pro- 
duction. 

Non-inflation ary fiscal policy in a post-war reconversion period 
presents special problems. Technical problems of re-tooling for 
civilian production will be greater and more time-consuming in some 
industries than in others, but reconversion will take some time. 
Production stoppages due to labor difficulties are likely to be% wide- 
spread. In either case, the physical volume of goods is reduced, and 
fiscal policy should be designed to withhold purchasing power 
from the market. Since the interim decline in physical production 
is due to matters of technology and not to entrepreneurial choice, 
public spending to correct such temporary underemployment can- 
not have other than inflationary results. 

MONETIZAllON OF THE PUBLIC DEBT: CURRENCY 

EXPANSION 

The money supply is composed of currency and check- 
ing deposits. Study of the inllationarv potentialities of public borrow- 
ing thus imolves consideration of the monetization of the debt in 
terms of both currency and credit. The former is discussed in this 
section, the latter in the section lollowing. 

The man in tlie street normally considers monetization of the 
public debt to mean translation of the debt into circulating cur- 
rency. The popularity of this view finds its explanation in the ex- 
perience of the United States prior to World War I. American 
history o/Iers two striking examples of such monetization, and many 
more less striking. The outstanding examples are those of the con- 
tinental currency during the h evolution and the greenbacks of the 
Civil War. 

It of course prohahlc' that plivsicnl prodiictiou slumld b(‘ periuani'iitly lower 
in peace time than in war lime. Wlien reconversion to peace* is coinple'ted it is 
almost certain lliat the labor wf)rk week shoedd be sh(jitcned and many war 
emerj[i;eney workers permanently removed Irom tlie labor foie(\ And wartime 
prodigality in the exploitation ol natiiial resoniees will probably give way to 
long-run eonservalion policy. 
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The Continental Congress began its issues of “Bills of Credit"’ in 
1775, and between that date and 1779 there were forty issues ® 
totaling approximately one-fourth billinn dollars. It is to be noted 
that the Congress was newly formed, it had no tax resource's separate 
from th(* willingness of individual colonies to contribute from their 
revenues, it had no credit standing either at home or abroad, and 
there was little free capital in the colonii'S available for borrowing. 
The Bills, or “Continentals,” were promises of the Congress to pay, 
based upon the credit of the colonies, which were expected to pro- 
vide redemption for their apportioned shares. The Bills were simply 
non-interest-bearing promises to pay, issued as money and supported 
by various colonial legal tender acts. Beginning in 1776 the Bills 
depreciat('d in value. By the end of 1779 they were exchangeable 
for silver money in the market at about 40 to 1. This depreciation 
reflected both a loss of confidence in this particular type of money 
and the inflationary effects of the issues upon prices. In November, 
1779, the Congress advised the colonies to fix juices at not over 
2000 per cent of the prices of 1774, a figure which reflects a current 
estimate of the extent of inflation,'^ but the depreciation of paper 
money had gone so far that such an attempt at stabilization was 
hopeless.^ 

The greenback inflation of the Civil War took place under some- 
what similar circumstances. Although the federal government was 
well established, its credit standing was quite inadeejuate and its 
tax system unproductive. The United States Note's (greenbacks) 
were issued in small denominations for common circulation and paid 
out by the Treasury as money for war expenses. In 1862 and 1868 
they represented 20 per cent and 40 per cent, respectively, of total 
Treasury receipts.*’ Professor Mitchell concludes that the effect of 
the greenbacks upon prices was out of all proportion to their im- 

® See Davis R. Dewey, Finnncial History of the United Slates, 12th cd., New 
York, Longmans, 1934, pp. 36-43. 

Chester W. Wiiglit, Eroiiainir Uislonj of the IJtUfed States, N. Y., McGraw- 
Hill, 1941, p. 221. 

® Concurrent issues of paper money by many of tlie colonies as’sisled materially 
in the inflation. 

® Wesley C. Mitchell, A History of the Creenhnrhs, Chicago, University of 
Chicago, 1903, p. 129. 
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portance as a revenue measure, and they were very largely responsi- 
ble for the war inflation.^" 

History is replete with examples of government issue of cireulat- 
iiig notes to meet emergen ey demands upon the public treasury. The 
experience of Germany during and after World War I is a classic 
example of monetization of public debt in tlie form of currency. 
China and some of tlu' Balkan countries went through similar ex- 
periences in World War IT. In all such cases the inadequacy of taxes 
and the inability or unwillingnt'ss to borrow through usual channels 
on interest-bearing securities led to the issue of paper money. 

It is well to note, howevcT, that the over-all elfect of such cur- 
reney-inonetization of public debt is similar to taxation; for govern- 
ment gains purchasing power while individuals lose it. It involves a 
forced contribution to government, though it is inferior to most 
sysleans of taxation in that its allocation of burdens is entirely hap- 
hazard, olfering little possibility of directing burdens to those who 
should contribute. It almost inevitably inflates profit incomes at 
the (‘xpense of other types. 

MOxNETJZATfON OF THE PUBLIC DEBT: CREDIT EXPANSION 

A more sophisticated method of monetizing the 
public debt is that of using the securities issued as the basis for 
credit expansion, though with less public notice and less public con- 
cern. The average man is frightened by the prospect of currency 
inflation, and rc'gards it as a departure Iroin govi'rnmental respect- 
ability. Bank credit, on the other hand, is sonu'thiiig about which he 
understands little, and credit inflation has been the subject of far 
less popular discussion. Thus, although the eflects are the same, 
expansion of credit has received far less public condemnation than 
has expansion of currency. 

Mechanics of Credit Expansion An understanding of 
the techni(|ues by which public borrowing may increase the credit 
supply requires some insight into the mechanics of bank credit ex- 
pansion. The c‘t)mmercial banks which belong to the Federal Reserve 
System (hereafter called member hanks) arc required by law to 

Jhi(h, p. 279. Wlioli'salc priics had risen by 1865 to an index of about 230 
(1860 - 100). Ibid., p. 277. 
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hold as deposits in Federal Reserve hanks their reserves against their 
own deposits. The amount of reserves required is stipulated by the 
Board of Governors of the Federal Reserve System, within limits 
established by law. The Federal Reserve banks (as distinguished 
from member banks) also have required reserves wliieli they must 
maintain against deposits of the member banks which tliey hold and 
against the notes (currency) which they issue. 

Legal reserves required against deposits are stated as a per- 
centage of those deposits. However, since for both types of banks the 
amount of their deposits is largely determined by the amount of 
loans they make, these rese*rve requirements place an effective check 
upon the volume of bank loans. This is true because the loans which 
member banks make are normally given in the form of deposit 
credits to their customers; when a Federal Reserve bank lends to a 
member bank a deposit is credited to the account of the borrowing 
member. 

Only Federal Reserve banks issue notes, and reser\es are re- 
quired against th(‘se issues. Th(‘ total of potential rc‘SCT^ (‘s which the 
Federal Reserve banks possess must therefore be dividend bc'tween 
their deposits and their note is.sues. An increase of required reserves 
against the one reduces rese'rves available for the other. Thus, an 
increase in public demand for Federal Reserve Notes as circulating 
money pulls out into circulation funds which could serve as reserves 
against member bank deposits with the Federal Reserve banks. 

An individual member bank can increase its reserves by deposits 
of cash with the Federal Reserve bank, by prescaiting to the Federal 
Reserve bank for clearing checks drawn on other banks in excess 
of checks drawn on itself and presented for clearing by other banks, 
and by borrowing from the Federal Reserve bank in the form of a 
deposit credit. A How of cash into a mcanbtT bank in excess of its 
day-to-day n'quirements would normally result in deposit of this 
surplus cash with the Federal Reserve bank. Since the Federal Re- 
serve banks perform the check-clearing function for members, checks 
are automatically sent there at the end of the business day. Federal 
Reserve banks then clear checks of the members against one an- 
other, debiting the deposit account of the bank on which the check 
is drawn and crediting the deposit account of the bank presenting 
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the check for clearance. Thus individual member bank reserve bal- 
ances with the Federal Reserve banks rise and fall daily through 
the operation of check clearing. Loans by the Federal Reserve banks 
to members may be in the form of “advances” or of “discounts.” Ad- 
vances are loans made on members’ promissory notes, secured by 
collaterial. Discounts are loans which result when the Federal Re- 
serve banks purchase from members endorsed “commercial paper” 
(notes, drafts, bills of exchange) of the types which normally arise 
out of member bank lending to businesses. 

The factors which affect the magnitude of reserves of the in- 
dividual bank are not identical with those which affect reserves of 
all member banks taken together. An excess of cash flt)wing into one 
bank, increasing its reserves, may be offset by an equivalent loss 
of reserves by another. And although check clearing causes the re- 
serves of individual banks to rise and fall, it does not affect com- 
bined reserve's of all banks. Loans by Reserve banks to member 
banks increase combined member bank reserves; withdrawal of cash 
from banks for general circulation, or its reverse, decreases or in- 
creases combined reserves. 

Changes in total member bank reserve balanees may result from 
conscious policy on the part of the Federal Reserve banks to in- 
crease or dc'creasc those balances. The open market operations of 
the Reserve banks are the purchase and sale of goveTiimeiit and 
other secMiriti(‘s in the open market on their own account. Suppose, 
for instance, that it is desired to increase member bank ri'serves, so 
as to loosen bank credit to government or biisiiu'ss. Tin* Reserve 
banks can purchase securities from individual invt'slors, corpora- 
tions, or member banks. The effect is an increase in member bank 
reserves, acc‘oin]ffi.shcd in the following mannt'r; 11 the Federal 
Reserve bank buys tlu'st' securities from non-hank iin (‘stors, paying 
for them hv cheek, th(' seller of the securities normallv deposits the 
check in his hank. The member bank then forwards the check to 
the Federal Reserve bank for pavnumt, the proceeds of the check 
being credited to the member bank's deposit account. The member 
[milk’s deposits (rt'serves) with the F(‘d(Tal Reserve bank are in this 
manner increasc'd. If the Federal Reserve bank buys th(' securities 
from the portfolios of member banks, these member banks find them- 
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selves ill possession of checks which are deposited with the Federal 
Reserve banks. It is thus seen that open market purchases by the 
Federal Reser\e lianks result in increased member bank reserves, 
incre'asiui^ their lending power. 

Conversc'lv, open market sales of securities by the Federal Re- 
serve banks decrease' member bank reserves. If sales are made to 
non-bank in\c'stors, thev are paid for by purchasers’ clu'cks drawn 
on member banks. When these checks are cleared the reserve bal- 
ances oi iiK'inber banks are drawn down. If sales are mad(' to banks, 
these sales are paid for bv reduction of member bank reserve 
balances. 

OptMi market ]iurchases and sales by the Federal Reserve banks 
are undertaken for the purpose of manipulating nuMiiber bank re- 
serves, and tliercfore the* easing or tightening of bank credit. It 
should b(' not(‘d, however, that this instrument is likely to be more 
efh'ctive in tightening than in loosening credit. A decrease' in mem- 
ber bank resc‘r\'es, if more than sufficient in magnitude to eliminate 
excess reserves (existing reserves in excess of legal requirements), 
will bring about a rt'duction in member bank loans in order to re- 
duce the deposits against which the reserves are maintained. On 
the oth(*r hand, increase' in bank reserves rnai/ encourage further 
lending but does not force it. During tlu' middle' nineteen thirties 
open market purchases incTe'ased bank reser^ es, but the' result was 
principally an incre'ase in excess reserve's anel re'latively little in- 
creased le'iiding. Fe'eh'ral Reser\'e policy can thus urge lending, but 
can neither force banks to lend ne)r customers to borrow. 

Supply find Vse of Mnnhcr Bank Reserve Fnnds^^ 
The Board e)f Governors of the Federal Reserve Systc'in repe)rts 
statistics monthlv e)f factors ente*ring into the reser\^e positie)n of 
member banks. The' categories in which these figures are' reporte'd 
give a useful summary of tlie intc'rrclations of items affecting reserve 
balances. Tlu'v mav be summarized as in the outline below. 

I. Primary se)urce's of supply of potential member bank reserve 
funds. 

See Federal Reserve Bulletin^ Rdy, 1935, pp. 419-28, for di.scussion of this 
subject. 
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A. Credit extended to member banks by Federal Reserve banks: 

1. Discounts and advances. 

2. U. S. securities held by Federal Reserve banks. 

B. Amount of cash available for bank and other uses: 

1. Mfuietary gold stock. 

2. treasury currency outstanding. 

II. Uses of potential reserve funds by hanks and by others. 

A. Bank deposits with Federal Reserve hanks (use by banks): 

1. M(nnl)er bank reserves (deposits with Ft'deral Reserve 
l)anks). 

2. Non-nieiuber bank deposits with Federal Reserve banks. 

B. Uses by others tlian hanks: 

1. Money in circulation. 

2. Treasury eash holdings. 

3. Treasury deposits with Federal Reserve banks. 

The sources of supply of potential reserve funds represent funds 
which may or may not become meml)('r l)ank reserves. Within this 
category, credit extended by Federal B(\serv(' banks docs become 
rncMiiber bank reserves, beeau.se the credit is extended for that pur- 
liose. Membca' banks do not discount ])aptT with th(' R(\st'rv(‘ banks 
or secure loans from them except to pro\a'de ne^eessarv reserves. The 
U. S. securities lield by the Reserve banks rt'present open 
marke't purchases for the purpose* of building up member bank 
reserve’s. 

The amount of cash available is e)nly partlv used fe:)r bank re- 
serve's, the reanaindeT l)e*ing in the hands of non-bank ns(*rs. The 
monetary gold stock arises out of domestic purchases or imports ot 
ge)ld. On purchase e)r impeut this gedd typically first enters meanber 
banks as elepe)sits. Under the ge)ld iiatienialization pedicy it is im- 
mediately redepe)sited witli tlie* Rexsewe banks anel turned over to 
the Treasury. In this process l)oth member anel Reserve banks gain 
reserves against which they may hold new deposits. Treasury 

Since metallic gold nm.st liy law he held by the Trpnsnry, it is represented by 
nnn-circidatiiig gold certificates which can be hcJtl by the Fedeial Reserve 
banks as reserves against their own notes issued (Federal Reserve Notes) or 
a.s cash reserves against the member bank and Treasury deposits which they 
hold. 
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currency outstanding may be held by the Treasury, by the Reserve 
banks, or may be in circulation. If it is in circulation it is either held 
by the banks for till money (which is not legal reserves) or by the 
public generally. Only that part of Treasury currency outstanding 
which is held by the Reserve banks actually serves as member bank 
reserves. 

Member bank reserves (II, A, I in the outline above) at any 
time represent only a portion of the supply of potential reserve 
funds. This is due to the need for similar lunds by the Treasury, 
the banks, and the public. It is important for our purposes to note, 
however, that the supply of potential member bank reserve funds is 
to some extent, though not entirely, subject to control by the Reserve 
banks. Thr)se items in I, A in the outline above are subjeet to Federal 
Reserve control. Discounts and advanet's are controlled by per- 
suasion of the membc'r banks to rediscount and borrow or not to do 
so, and by rates of discount charged the member banks on diseounts 
and advances. Government securities held by the Reserve banks are 
the result of their open market purchases; the total of such sc'curities 
held reflects Federal Reserve policy of purchase or sale in the open 
market. 

On the other hand, items in I, B in the outline are not subject to 
bank control. The size of monetary gold stock depends upon the in- 
flow or outflow of gold determined by conditions of international 
trade or finance. It is further determined by gf)vernment policy with 
respect to the freedom of its moveinciit int(‘rTiationally. Treasury 
currency outstanding, in so far as it is subj(‘ct to control, is subj('ct to 
non-bank (principallv Treasury) control. 

Let us see how the sources and uses of potential reserve funds 
behaved between 1940 and 1946. By noting the changes in the 
statistics we mav see more clearly the interrelations of the various 
items, and also note some of the results of Federal R('ser\e policy. 
Table 15 is cast in the form of the outline presented on pages 194 
and 195. 

It may be seen that the increase in the two totals— supply of funds 
and use of funds— is accounted for almost entirely by the increase in 
one item in each of the totals. The incrcMse in supply of funds is due 
to increased holdings by the Federal Reserve banks of government 
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TABLE 15 Supply and Use of Member Bank Reserve Funds, 1940, 
1946^^ (in $ millions) 


I SUPPLY OF POTENTIAL ICESERVE FUNDS: 

Dec. 31, 
1940 

April 24, 
1946 

CHANGE 

A. Federal Reserve Credit: 

2,274 

22,901 


1. Diseoiints and Advance's 

2. U. S. Securities Held by F. R. Banks 

3 

2,184 

324 

22,304 

+ 321 

-h 20,120 

B. Cash Available: 

25,082 

24,783 


1. Monetary Gold Stock 

2. Treasury Currency Outstanding 

21,995 

3,087 

20,247 

4,536 

- 1,748 
+ 1,449 

Total Supply of Potential Reserve Funds 

27,356 

47,685 

-b 20,329 

II USES OF POTENTIAL RESERVE FUNDS: 

A. Bank Deposits with F. R. Banks' 

15,759 

16,616 


1. Member Bank Reserves 

2. Non-member Bank Deposits 

14,026 

1,733 

15,457 

1,159 

+ 1,431 
- 574 

B. Uses by cjthers 

11,597 

31,069 


1. Money in Chreulation 

2. Treasury Cash Holdings 

3. TrcMsuiy Deposits with F. R. Banks 
Total Funds Used 

Member Bank ICxcess Reserves 

8,732 

2,213 

368 

27,356 

6,615 

27,877 

2,260 

385 

47,685 

873 

- 19,145 

+ 47 

+ n 

+ 20,329 

- 5,742 


securities. Tliis means that the Reserve hanks between 1940 and 1946 
created potential reserve' funds of approximately twenty billion dol- 
lars through o])eii market purchases. On the other hand, money in 
circulation increased during tlie same period by approximah'ly the 
same amount. The conclusion must therefore be that the Reserve 
banks, through ojien market purchases, created large additional 
member bank reserves which were subsequently withdrawn in cash 
and entered into general circulation. 

Figiirus taki ‘11 iroiii Fcdcrtil R(\',crvc BuUciins, l^'chruary, 1941, p. 129, and 
May, ]94(i, p. 495. Tlie items du not add up to llu‘ subtotals, or llie subtotals 
to the totals beiause ol cliniinaiion troiii tlie Lal)]L‘ of oiiiru urstuve eimorr 
OUTSTANIUNO, aiul oiliEu I'KoraiAL UKSkiWE ACC f)UM s. Botli [iro minor items 
of little LOiicern to tliis diseussinii. 'flic loiuU'r it'prc'sents industrial loans and 
acceptaiK‘(\s purebast'd bv ibi' R(‘ser\ e banks, and tlie latter represents amounts 
taken out of tlie market by Reserve banks lor capitLd, olb(*r Iraliilities, and 
earnings in e\e(‘ss of amounts paid out fi'r premises, other assets, and expenses. 
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But does this mean that deposits of member banks did not in- 
crease during the war period? At first glance it would appear that, 
if reserves against member bank deposits (item II, A, 1 in Table 15) 
had not materially increased during the period, then deposits against 
which reserves were ht'ld could not have increased. This was not 
the case. The last item added to Table 15 shows that almost half 
of the reserve balances at the end of 1940 were in e.veess of require- 
ments; i.c. although required reserves for the average of all banks 
in 1940 were just under 20 per cent of deposits, the banks were 
maintaining a resiTve ratio of almost doiibh' that amount. The decline 
of e.rre.yA’ reserves by the end of April, 1946, amounted to almost six 
billion dollars. At an average reserve requirement of 20 ])er cent 
against deposits, this transfer of reserves from the excc'ss category to 
the required category wt)uld provide l(‘gal reserves against an in- 
crease of close to thirty billion dollars in d(‘posits. The fact is that 
bet^veen Decembt'r 31, 1940, and the last half of March, 1946, mem- 
ber bank deposits subject to reserve re(jnirements increased by ap- 
proximately thirty-six billion dollars.'*^ 

We se(‘ that the magnitude of the bank credit structure is largely 
dependent upon Federal Reserve policy with respe^et to th(' furnish- 
ing of member bank reserves. For member banks can lend jnore or 
less to business or to government as their reserves rise and fall. At 
the same time, the desire ol the public and the Treasury for loans 
and for circulating cash will allect the magnitude of the credit 
structure. The desire for loans will be an important determinant of 
whether reserve funds are actually used, whik* the desire for cirtailat- 
ing cash will affect the amounts of member bank reserves. 

Having analyzed the important factors determining potential 
lending power of the banking system, we turn to the experience of 
the last two wars in which the United States was a participant, to 

^"^$35,261 million on DoceinkeT 31, 1940 {Federal Bc^errr Bulletin, March 
1941, p. 258), and 471,105 million a\ crape for the last half of March, J946 
{Federal lU.serve Bulletin, May, 19 JO, p. 502). The lad that actual increase 
in deposits was grealiT than that shown in tlu' rough calculation above does 
not mean that in 1946 reserves v\ei(* below legal rcr|uircnu'nts. For (1) the 
calculation abo\e is on the basis of 20^ le.serve rcqnireiiH'nts, whereas the 
actual re(juireni(‘nts averaged slightly lower, (2) member bank reserves 
showed a net increase of $1,431 million betwci'ii the two dates, which would 
support deposits of approximately Ji^ e time.s that amount. 
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note how the banking system was instrumental in furnishing to 
government the financial sinews of war. 

Credit Expansion in World War I The Federal Re- 
serve System, which had been established in 1913, provided elasticity 
ill reserves which made possible during World War I generous 
participation bv the banks in Treasury borrowing. An amendment 
to the FediTal Reserve Act in 1917, rer|uiring that all legal reserves 
of member banks be deposited with the Federal Reserve banks, 
provided maximum elasticity in the use of rese'rves. The same 
amendment reduced reserve requirements, and thus liberated bank 
funds for direct purchase of Treasury securitit's or for loans to 
customers who wislnnl to iiiv(‘st in the expanding government di'bt. 

One technique by which bank credit was made available to 
government was that of lending by commercial banks to security 
purchasers at rates of interest which corresponded with interest rates 
paid by the securities they bought. The iinpecimious citizen who, 
bv his patriotic spirit and tht‘ pressure of his fellow citizens, was 
urged to buy bonds during libtTtv bond campaigns could borrow at 
his bank, deposit the bund purchased as si'curilv for the loan, and 
pay to the bank the saint' intert'st on llit* loan which the Treasury 
paid to him i/u the bond. Wht'u bank reserves approached the danger 
point as the result of such (or other) loans, the bank could redis- 
count the note, with the bond as seeuritv, at the Federal Reserve 
bank, thus building up its r(‘serv(‘s. A st'cond method was that of 
direct purchase by banks of Treasury Certificates of Indebtedness, 
giving the Treasurv dejiosit credit for the proceeds of the loan. The 
required legal rescTves against these Treasury deposits were ac'quired 
through borrowing from the Federal ReserA'e, with the Certificates 
as collateral.^’"' By either of thi^ two methods mentioned the funds 
were eventually jnovided to the Treasury by the Fc'dt'ral Reserve 
banks, with little necessity tor reduction of member bank loans to 
private individuals and busint'.sses. On April 20, 1917, two weeks 
after dc'claration of war by the United States, the Chairman of the 
Federal Reserve Board addressed a letter to the Federal Reserve 
banks in which he said^ . . and the Federal Reserve banks may be 

See Jacnb II. llollancler, War Homarmg, N. Y., Macmilliin, 1919, Chapter 4, 

for an excellent discussion of this procedure. 
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counted upon by offering liberal terms of rediscounting. . . ” The 
rediscount rates established were 3/2 per cent on notes secured by 
Treasury Certificates or Liberty Loan Bonds,^" and 3 per cent on 
15-day obligations of member banks secured by Certificates.^^ The 
latter precision was to induce banks to buy Certificates for their own 
account; tlie fifteen-day maturity of the loan was little hindrance, 
both because it was easily renewable and because within that time 
the Treasury would have spent a large part of the proceeds of its 
short-term borrowing, and funds would (low back into the banks from 
depositors, restoring their reserve position. 

By the middle of 1919 it was estimated by the Federal Reserve 
Board that the banks held in Tn'asury securities and in paper secured 
by Treasury securities somt'thing over one-third ol the total govern- 
mental debt outstanding.^'’ But such a snapshot does not tell the 
whole story, as the banks piircliasc^d nearly all ol the successive issues 
of loan-anticipation certificates which provided immediate funds to 
the Treasury prior to popular subscription through tlu' liberty loans. 
For example, the banks purchased over 99 per cent of the 1919 
Victory Loan-anticipation c(*rtificatcs, their purchases amounting to 
over $6 billion. 

Although th(* exient of monetization of the public debt in World 
War I was relativelv modest, the inflationarv ellect of new credit 
created was great, as any stnchait of th(‘ bc'havior ol prices during 
that period is aware. During the period of wartime shortages of 
goods the effect was not as evident as it became during the recon- 
version period of 1919-20. 

Credit Expansion in World War II The United States 
entered World War II after almost a decade of excess of savings over 
investment, during which the excess reserves of commercial banks 
were high. By 1941, however, it appeared that prospective Treasury 
war deficits would be so great, combined with growing needs for 
capital expansion of industry, as to press eventually upon reserve 

Federal Hr.\crve Bulletin, May 1, 1917, p. 338. 

Op. cit., jiinc 1, 1917, p, 429. 

Op. cit., July 1, 1917, p. 497. At this time the Certificates bore a rate of 

interest higlier tlian 3% to the liolder. 
cit., October 1, 1919, p. 943. 

Op. cit., June 1, 1919, p. 609. 
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limits. It should be borne in mind that by 1940 the member bank 
policies with respect to the Federal Reserve banks had undergone 
change from the World War I period. In the first place, under the 
existence of large excess reserves and pressure from the Reserve 
banks themselves, member banks had come to look unfavorably 
upon the practice of being in debt to the Reserve banks. Borrowing 
and rediscounting, though approved in temporary emergencies, had 
come to be frowned upon as a general practice, indicating some- 
thing less than sound bank inanageinent. Further, operation under 
the existence of large excess reserves had developed a heavy de- 
pendence by bankers upon excess reserves. Serious reduction in 
excess reserves came to be regarded as an unhealthy sign. The com- 
bination of these two developments meant that some re-education 
of bankers was required, both to encourage th(' use of excess reserves 
and to encourage borrowing from the Federal Reserve banks to re- 
plenish reserves. 

The policies under which tremendous expansion of bank credit 
took place during World War II are listed and discussed in the 
following paragraphs. 

1. Use of excess reserves. Recognizing that the banks had 
become depcmclent upon the existence of excess ix'serves as an in- 
dicator of sound banking practice, both the Board of Governors and 
the Federal Res(‘r\(‘ banks used their pursuasive powers to urge that 
the banks utilize their excess reserves btdore turning to the central 
banks for rc'plenishment of those reserxes. The president of the 
Ft'dcral Reserve Bank of New York stated in a letter to all member 
banks in its distric-t in late 1912: “The policy of continuing to hold 
substantial amounts of idle excess reserves is no longer appropriate 
nor desirable when such huge amounts ol binds are requirc'd to 
finance this coimtrv’s participation in t\iv war.-^ At about the same 
time the principal lederal and state bank supei' ising agencies issued 
a joiiit statement in which it was pledged that bank examinations 
would be less strict with regard to bank purchases of Treasury 
securities and loans to individual subscriluTS to the public debt.-- 

2. Open market operations. Whereas prior to the war open 

lleportc^d in Frdnal Reset vc Bulletin, llt'c emhcT, 1942, p. 1]90. 

Op. cii., pp. 1174 5. 
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market operations were carried on primarily for maintaining stability 
in the market for government securities, after America’s entry into 
the war the primary purpose of such operations was to supply 
additional restTves to needy banks. A ten-fold increase in Reserve 
bank holdings of gov(*rnment securities between 1940 and 1946 was 
shown in Table 1l5. The securities purchased wTne ])rineipally those 
of shorl-term maturity. Of special note was the pegging of the price 
of Treasury Bills by open market action. On April 30, 1942, it was 
announced that all Keser\'e banks stood ready to buy from member 
banks all Treasury Bills offered, at a discount rate' of /h of 1 per cent. 
On August 7 it was directc'd that banks selling liills to the Reserve 
banks could, if they desired, sell on the stipulation that they be 
allowed to repurchase thc' same amount of the same maturity at the 
same rate of discount at any lime prior to their maturity.-^ This had 
the effect of making Bills highly liquid assi'ts of the member banks; 
temporary exeess ri'serves could be inxesletl in these securities 
with the certain knowledge that thev could bc' quickly liquidated 
at fixed discount wdien the need for additional reserves arose, 
and repurchased at the same discount should t'xeess reserves re- 


appear. 

3. Loans and advances. In order to replenish reserves, the Re- 
serve banks aniiouncc'd at the outbreak of w^ar that they would make 
advances to all banks on government securities as collateral at par.-’* 
The discount rate on such advances was established at 1 per cent at 
all Reserve banks by April, 1942. By the end of 1942, the Rc'serve 
banks in the large cities had established a preferential discount rate 
of /z of 1 per cent on advances to member banks secured by govern- 
ment securities callalde or jiayable in one year or less.-*^ It is thus 
evident that the Reserve banks were going tlie limit to provide thc 
reserves necessary for banks to purchase government debt for their 
own account and to lend to individuals on the security of g^overrv- 

m reserve rcqiiirrnu jiis. By OctoJx'r, 1D42, the 
o/ Uuk und c7mvioo jjjombcT baiiks fiad 

at., ScptembcT, 1942, p. 872 

Ibid. 


20 Federal Reserve Bulletin 

Op. cit., December, 1942, pp. 1190-1. 


Januaiy, 1942, 


p. 2. 
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been reduced from 26 per cent to 20 per cent.^*^ Relief was provided 
for this particular group of banks because their reserves were 
peculiarly limited. They were the heavy buyers of Treasury Bills; 
the country banks had not been attracted by such low-interest in- 
\ estments. Further, the large flow of cash out of the banks and into 
circulation was particularly marked in the large financial centers. 
Finally, Treasury spending did not pour funds into these centers as 
rapidly as Treasury borrowing removed them; the consequence of 
this was that New York and Chicago banks lost reserves to banks 
elsewhere. 

A Congressional amendment to the Federal Reserve Act on 
April 13, 1943, removc'd the requirement of any legal reserves against 
so-called “war loan accounts.”-'^ Tht\se were government deposits 
“arising solely as the result of subscriptions made by or through such 
nn'inber banks” for bonds issued for war purposes.--^ This amend- 
Tiu'ut had the effect of greatly reducing reserve requirements during 
war loan drives. For when bank depositors purchased bonds their 
deposits, again.st which r(‘serves must be maintained, were trans- 
ferred within the same bank to the account of the government, 
against wliich no rescTvcs were reqiiirc'd. This liberated reserves 
during loan drives, and these excess reserves could then be invested 
by the banks in short-term bills, for which the Reserve banks main- 
tained a pegged market. It is true, of course, that as government 
spent from its war loan deposits, a revt'rse substitution of private 
deposits for reserve-free deposits occurred, requiring a gradual in- 
crease in reserves. Nevertheless, this provision relaxed the rigidity 
of reserve requirements precisely at the time when it was desired 
to provide easy credit. The amendment led to the same result when 
banks bought bonds for their own account. Prior to the amendment, 
such purchases drew down member bank reserves as the proceeds 
ot loans wete txanslcTTed to tRe Reserve banks. Subsequent to tbe 
amendment, bank purchases had no effect upon reserves, since the 
war loan deposits were retained at the purchasing ])anks and required 
no reserves. 

We have so far discussed the creation of new bank reserves 

Op. cit., October, i942, p. 982. 

Op. cit.. May, 1943, p. 378 and pp. 369-75. 

The amendment also eliminated tlie deposit insurance tax on these deposits. 
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during World War II only with respect to the member banks. It 
must be recognized, however, that increased reserves of the mem- 
ber banks (lu'ld as deposits with Federal Reserve banks) imply 
larger amoimts of reserves held by the Federal Reserve banks against 
those deposits. In fact, tlie creation of reserves for member banks 
through loans or through open inarkc^t purchases of securities implies 
that the F(‘deral Reserve was recjuired to provide funds to create 
member bank reserves in the form of deposits, and at the same time 
to hold recjuired rescTxes against these iuert'ased deposits. And the 
vast increase in FedtTal Rc^serve currency (notes) going into circula- 
tion during the war recjuired larger total legal reserves against those 
notes. How were these appanmtly almost inexhaustible Fedc'ral 
Reserve bank reserves provided? 

The answcT is to be found principally in the fact that the Fedc'ral 
Rc*serve banks ent(Ted the war ])eric)cl with trcanendoiis excess re- 
serves. At the end of May, 1940, although the rescTve ratio requireil 
of Federal Reserve banks against their combined deposits and note 
issues was just under 40 per cent (35 pcT cent against deposits; 
40 per cent against notes), the actual ratio of total reserves to 
deposit and note liabilitic's was 88.4 per cent.'^'‘ This jirovided a vf‘ry 
large margin for cwjiansion without additional resiTves. But the 
expansion which took place in the interim period brought tliis eom- 
biiu'd reserve ratio clown to 45.1 jier cent by the end of May, 1945,'*^ 
sugg(\sting possible future inadcTpiaey ol Fc'dcTal Reserve bank re- 
serves, and possible interferemee with the easy montw policy- The 
following month Congress amcnided the Act to reduce k'eclcaal 
Res(Tve bank rc'servc requirements against both deposits and notes 
to 25 per cent, thus creating extcaisive new excess reserves. We see, 
therefore, that although new rexserves in the Federal Rexserve baiiks 
were not required until latc^ in the war, when tightness approached 
the reserve' requirements were redaxed. In this way no scarcity of 
Federal Reserve bank nxservexs was permitted to obstruct the free 
flow of bank credit to the Treasury. 

By way of summary of the results of heavy Treasury borrowing 
during the war and the reserve-expansion policies of the Federal 

Federal Reserve Bulletin, July, 1940, p. 685. 

Op. cit., July, 1945, p. 657. 
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Reserve System, the changes in important money and credit data are 
presented in Table 16. 

TABLE 16 Changes in Important Money and Credit Items, 1940- 
1945 ■*- 

(in rnillions of dollars) 



END 

END 




7c 

ITEM 

OF 1940 

OF 1945 


CHANCE 


CHANGE 

Deposits (all banks in U.S.) 

r)5,0fu 

151,547 

+ 

86,526 

-h 

133.1 

Loans (all banks in U.S.) 

2:1,741 

30,355 

-h 

6,61 1 

+ 

27.8 

Inveslments (all banks in U.S.) 

30,418 

109,872'' 

+ 

79,124 


260.8 

Excess R(‘scr\ cs (member banks) 

6,615 

1,213 


5,402 


81.7 

I'Vd. Rcscr\ t‘ Crt'dit Extended 







to Member Banks 

2,271 

24,172 

+ 

21,898 

+ 

963.0 

Money in Circulation 

8,732 

28,515 

+ 

19,783 

+ 

226.5 


“ U. S. GovfTinnriit securities lield by banks at end of 1945 anioniitcd to 
$1()J,295 inillioii. Govcniinciit securities lieJd thus increased by an anu)iint enn- 
■siderably i^rtMter than tlie cJiaiigt* in total investments betwc'cn the two dates, 
wliieh indicates an increasing proportion of governments held to total bank 
in\ (‘stincnts. 

We shall not analyze the items individually, as their significance 
has been analyzed or suggested earlier in this chapter. It is evident, 
ho\ve^'el^ ihul llie l)anks as a whole not only came out of the war 
holding over one-third of the public debt, but that thev provided a 
])rodigious increase in inoiuw in cirenlalion and proxided necessary 
reserves for an amazing increase in deposits. Only a small part of 
these increases was accomplished by reduction ol excess reserves 
existing at the beginning of the period; the major part was the result 
of new reserves created for the purpose. 

Conclusion: The Effect of Debt Monetization. The 
debt is monetized when it nxsults in additions to the quantity of 
money and dt'posits. The funds necessary for war ('xpenditnre could 
have* bet'n raised in much larger measure by taxation or bv borrow- 
ing from the public. These methods would have simplv transferred 
income from individual receivers to government for expenditure on 
xvar production, and would not have created new money. 

All figures lakim Irom Federal Reserve Bulletin. 

PracLicully the whole of the incTcase* was in Federal Reserve Notes, issued on 
the basis of Federal Reserve bank holdings of gold and Treasury obligations. 
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Debt monetization is inflationary, however, only when there is 
a propensity to spend the large money supply and accumulated 
liquid assets for a limited physical quantity of goods. During war 
when civilian goods arc' scarce and of inferior Cjuality, and when 
lavish sj)encling is subject to public condemnation on patriotic 
grounds, surplus incomes and licpiid asscHs may w('ll be lu'lcl c}fl the 
markc't. Tlie inflationary pressures are thus hc'lcl clown, not because 
of a scarcity of spendable funds, but because the propensity to 
spend ihc'm does not incrc'ase pari 'jjassti with the increase' of spend- 
able funds, due to the innnemee of direct price controls aiid rationing. 

Thc‘ stage during which the inflationarv influences become 
markc'd is that immediately following the war. Patriotic inhibitioiis 
disappear, pent-up demand for consumption bt'comes unbearable', 
and available funds are yflcaitiful. Although the indexes show only 
minor jn'icc' incTcasc's from the c'licl of World War II to the middle 
of 1916, this can be explained bv the continnanc(' of price cojilrols 
and the' fac't that ]iricc‘S on the blac*k inarkr't (rf'putc'd to be ex- 
tc'iisive) did not, for obvious rc'asons, ap])ear in the iudc'xc's. The 
persistc'ul bnsiuc'ss attacks upon price controls cluriug the spring 
of 1946 attc'stecl to the c-xistcaic-c' ol inflationary dcieiaud and dis- 
app('aranc‘(' of tlu' wartime ]iatriotic proscTi})tio!i of prc^fitt'f'ring. 

The post-war inflationarv prc'ssnres W(*re in 1946 rc'prescaited by 
a frightening volume of licpiid assets available lor spending, includ- 
ing (1) bank dc'posits ol billion, (2) .savings bond holdings of 

$49 billion in the hands ol inclix idnals,’^^ and (.1) a high h'vel of 
eiirrc'iit national incomeg amounting to $165 billion for the* Near.'''" 
The sum ol these' figures indicates a rough potential of monc'v spend- 
ing approximately twice the size of current oiiLput of goods measured 
at them ciuTcnt prices.-*^’ 

Rank rU^posits as ol 13octanhcr 31, 1945; savings bond lioMiiic;s as of May 30, 
1940. Inoin Fcifcml Reserve Bulletin, Juiic, 1916, pp. 632 and 645, rt^spcc- 
li\ cly. 

National Income' Supplc'inc'nt to Survetj of Ctirrrnt Bu.sinrss, ]nly, 1947, p. 14. 
It slionld 1)C' cinpliasi/('d, of coiirsi*, that the jiropi nsity to sptaid liipiid assets 
is n(jt 100 per rent of lliosc assets. Nor is there pKjpensily to spt'iul 100 per 
cent of enrrenl income. Neverthele.ss, price* controls wvrv rt'inox ed in Jidy, 
1946, and betwec'n that date and Inne, 1947, wliob'sale prices rose 31% and 
the cost of living increased 18%, with no indications of slackening in their up- 
ward movement. 



CREDIT EXPANSION 207 

The effects of severe inflation are two-fold, as previously dis- 
cussed: expansion of production is discouraged by cost uncertainties, 
and specific hardship is imposed upon the lower income and fixed 
income classes. As to the second, a significant survey by the Depart- 
ment of Agriculture in 1945 showed results summarized in Table 17 
below. The evidence of low money income and very low liquid asset 
holdings of half of the spending units indicates the inability of a large 
segment of the population to maintain its standard of living under 
inflation. 

TABLE 17 Concentration of Income and Liquid Asset Holdings, 
End of 1945 


TOTAL FOR EACH CLASS AS % OF NATIONAL TOTAL 


SPENniNt; UNITS BY 

Money 

Liquid asset 

PEBCEN'I AC;K CLASSES 

income 

huldm^s 

Top 10% 

29 

60 

” 20% 

45 

77 

” 30% 

58 

87 

40% 

69 

93 

" 50% 

78 

97 

Bottom 50% 

22 

3 

The post-war inflationary problem was 

largely created through 


monetization nl the public debt. A large measun* of this inoiu‘tization 
could have been avoided by heavier war taxation and sales of a 
larger proportion of the debt to individuals and businesses. But ex- 
tensive nioneli/ation having occurred, and presuming full employ- 
ment, the reduction of inflationary pressun's would iuvolv(‘: (J) 
ce'ssation of government borrowing at the earliest possible moment; 
(2) heavier taxation, directed particularly at those classes with high 
liquid asset holdings and high current inconu'; (3) substitution of 
Federal Reserve open market sales for open market purchases; (4) 
transfer of bank-held Treasury seenritit's to the public; (5) major 
increase in member bank reserve requirements; (6) increase in 

FijTures selt^ctcd from Federal Reserve Bulletin, June, 1946, p. 574. A “spend- 
ing unit” is defined as “all persons livini^ in tlic same dwelling and belonging 
to the same family who jnwl their income to meet major expenditures.” 
Liquid assets include bank deposits (checking and savings), savings bonds, 
and all other government bonds. 
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physical production. Pursuit of such policies would result in a de- 
cline in market value of Treasury securities (but not of savings 
bonds, which are not marketable); soine strain upon the banking 
system, caused both by a decline in value of a large share of its 
assets and the necessity for credit restriction; and rising interest 
rates and more stringent requirements ot liorrowers. But the ad- 
vantage in avoiding serious inflation would probably be worth 
many time's over the costs involved in post-war credit tightening. 
Though we are interested here in the monetary aspects of inflation, 
let us not ignore the' fact that a high lt"\el of consumption-goods 
production ofl(*rs perhaps the greatest promise as an anti-inflation 
measure. 

Our analysis of the process of debt monetization and its effect 
upon the price' It'vel has centered prinei]:)allv around a jiotentially 
inflationary pt'riod, wlu'u anticipations are high and rising, and the 
propensity to spend for consumption and invc'stment is high. We 
have pointed out in (fliapter 5 that when anticipations are low the 
auxiliary spending to create' income should be' from borrowe'el funds. 
Further than this, the borrowed funds should re'present ne'w inonc'y, 
created for the' pur]n)se. In this phase of the' cycle, the'refore, it is 
desired that the debt be' mone'tized— that public borrowing crc'ate 
new money from newly created bank re'se'rves. 

Three pe)ssible sources e)f boriwve'el funds for ele'jnession eleficit 
Spending exist, d’he first source is that of current private hoarding 
(current e'xcess e)f private saving ewer iiwestnu'ut) or past hoarels 
(aee'iimulated in the pa.st thremgh an excess of pri\'ate saMiig ove'r 
private in\ e'stment ). The se'cond soure*e is existing e'.ree.s.v bank re- 
serv es. The thirel source is that of current net ailditions to e'xee^ss bank 
reserves. Of these three pos.sible senirces, the third is least like'ly to 
create' a further eleeline in anticipations. 

Current hoarding when anticipations art^ low arises largc'ly out 
of the desire of business and individuals to increase their liquidity. 
This being the case, if government wen' to financt' additional ('x- 
penditures l)y taxt's or forced loans from current hoarding, it is 
virtually certain that accx'lerated private hoarding would occur in 
order to replace liquid hoards being taken by government. Accelera- 
tion of the rate of private hoarding is precisely the course to be 
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avoided. A policy intended to halt the downswing and induce re- 
covery must both substitute public spending for the deficiency in 
private spending and encourage private spending. 

We hav(' seen in this chapter that during the low income-low 
anticipations era of the thirties, the banks came to depend upon the 
existence of excess reserves as a factor in safe and sound bank opera- 
tion. Tliis lieing the case, attcanpts of tlie Trc'asury to borrow away 
excess reserves from the banks would probably encourage banking 
policy designed to rt'placc these excess rc‘serves. This replacement of 
excess rcs(Tves would likedy come about by inert'ased limitations 
placed upon private borrowing, including higher (at least not 
lower) interest rates. Such action by the banks would operate to 
furth(T discourage spending on investment and consumption, and 
thus to niak(‘ more difficult the attainment of desired results in tlie 
recovery program. 

We are thus left with the necessity of choosing newly created 
bank reserves as the principal source of borrowt^d funds with which 
to finance' de'jH'cssioii expenditures. The t(*e‘hni(jn(‘S to be‘ e'mploved 
arc' some of those utilized during the World War 11 period. Particular 
dep(‘iule‘iice will be placed upon open market purchases to create 
new reser^ (\s. Lower Ic'gal rc'serve rc'cpiirements will be a necessity, 
particularlv if a significant rise in reser\'e rc'cjuiremeiits has oeeurred 
in the pre\ious l)oom pcaiod. It is to be noted tliat a rtaliulion of 
reserve rc'cpiin'inents does not in itself increase the total reserves, but 
by dc'crcxising the proportion of existing reserve's actuallv recpiired 
against deposits a larger portion of these' rc'scTves is transferred 
into the excc'ss category. Tf opc'ii market ])urclias('s of sc'curilit's by 
the Federal Heser\ e banks and lowering of reserve requirements are 
iiiadecjuate to provide tlu' desired quantity of additional rc'serves, 
libtTal oflerings of l’\'deral Reserve adNanci's and discounts may 
be enqdoyed. This method is probably the least satisfactory of the 
three bceause such borrowing is voluntary on the part of iiulividual 
bankers. The inhibitions of banking cousiavatism do discourage 
member bank borrowing from fhe Federal Reserve banks, while 
open market purchases and redaction of reserve rccjuirenu'iits in- 
evitably crc'ate frc'c bank reserves indi'pendent of the choice's of 
individual bankt'rs. It may be that direct Treasury borrowing from 
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the Federal Reserve banks would accomplish the desired results 

most simply and effectively. 
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THE BURDEN OF DEBT 


A public debt constitutes some economic burden upon 
the society incurring it. The nature and severity of the burden have, 
liowevcr, frequently been imjiroperly understood, largely because 
of th(' tcMiiptation to think of public debt in terms of private debt 
and to apply identical standards to both. It will be the principal 
purpose of this chapter to explore the similarities and dilferences 
between public and private debt, and to analyze the nature of the 
burden of public debt upon the economy. 

The Obverse of Debt: Credit For every dollar of 
debt outstanding there is a dollar of credit. The liability of the debtor 
to the creditor is matched by the asset value of the creditor s claim. 
This is a routine fact which is frequently overlooked when consider- 
ing the nature of debt. The canons of financial morality generally 
deplore the condition in which the debtor finds himself while ex- 
tolling thrift and its economic virtues in the person of the creditor. 
Yet one cannot occm without the otlier, unless thrift merely results 
in hoards. 

The essence of debt— public or private— is the use by one person 
of the savings of another. If by transfer of funds from lender to 
borrower these funds are more effectively utilized there is no doubt 
that the circumstances which produce the debt are economically 
desirable. In this sense there is real point to the assertion that the 
existence of debt is an indication of economic vitality. Prosperity 
is accompanied by an increase in private debt, while its decrease 
typically occurs in depression. It should be clearly evident why this 

211 
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is so: An increase in consumption and investment (spending) neces- 
sitates both the borrowing of existing spendable assets and the 
borrowing of new money. Net decrease in debt to the banks implies 
the destruction of money, while net decrease in debt to others 
normally reflects less active use of funds in the market. The con- 
sequence is declining national income. Government borrowing of 
idle funds in the hands of individuals or of new funds from the 
banks is likely to be income-inducing, and therefore desirable when 
underemployment exists. This is the point of the argument advanced 
in the late nineteen-thirties, that although federal debt had greatly 
increased since 1929, the total of public and private debt had not in- 
creased.^ The income-maintaining potentialities of public borrowing 
—spending to offset the decline in private spending— should not re- 
quire further elaboration here.- The leverage effects of both public 
and private borrowing are similar, and they may logically comple- 
ment one auothcT— the former being substituted as the latter declines. 

To the extent that public debt is held by citizens of the debtor 
government, “we owe it to oursedves.” This is ecjually true of private 
debt when viewed in the large. If on the other hand the debt is owed 
to citizens or governments of otlu‘r societies, payments on the debt 
represent deductions from national product, and the standards of 
national welfare are thereby reduced.'^ This docs not mean that 
funds borrowed from abroad are unproductive to tin* borrowing 
economy. It means simply that investment of funds borrowc'd from 
abroad produces less net return to the borrowing economy than 
would similar investment of funds provided at home. The fact that 
internally-held debts are owed to ourselves is significant in terms of 
the level of national income. The incurring of debt involves simplv 
transfer of funds within the society; national income at the disposal 
of the society is not made smaller by debt, but may well be made 
larger by the expenditure which borrowing allows. 

' Clminiiuii Eec’le.s, of thv Board of Governors of tlic I'^'dtT.d Reserve System, 
made this point in a letter to Senator Byrd dated Deeember 23, 1938. Cf. 
Weissman, Economic Balance and a Balanced Budget, N. Y., Harper, 1940, 
p. 176. 

^ See Chapters 4, 5, 6. 

^ Net national income is smaller than gross national product by (among other 
things ) the amount of payments to foreigners on the debt. 
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But debt has its individual as well as its national aspects. 
Although we owe internally -held debt to ourselves, those constitut- 
ing ‘we” are not necessarily the same individuals as those constitut- 
ing “ourselves.” This is perfectly obvious in the case of private debt, 
where although both debtor and creditor may be fellow-citizens the 
debtor and the creditor are not the same individual. In the case of 
public debt the ultimate debtors (taxpayers) may be, to a greater 
or less degree, the creditors (bondholders). But it would be co- 
incidental indeed if distribution of ownership of the public debt 
were identical with distribution of the tax burden, eliminating in one 
stroke both the advantage to erc^ditors and the burden to tax- 
payers. 

We cannot, therefore, breezily assert that because we owe an 
internally-held debt to ourselves, there is no burden of debt. For 
ours is, alter all, an economy of individuals; economic burdens are 
largely of a subjective and individual nature, and must tht'refore 
bc' aiialy/t'd in terms of individuals. But it is ecjually true that in- 
di\adual w(‘llar(‘ is dependent to a groat degree upon group welfare. 
Most individuals are far better off at a high than at a low level of 
C'lnplovment and national iTieome, and the' causation frt'queutly runs 
from general wt'lfare to individual welfare. The danger is that we 
become c‘ither soh'ly inacro-ccouoinhls, concerned with total or 
a\'(*rage data alone, or //uV ro-ecoiioniists, limiting our observ^ations 
solely to tlu' individual. To take either position to the evelusion of 
the oth(T is to develop half-truths. To identify indiva'dnal debt with 
public debt in all rc'spects is as wrong as to di'clare that because 
we owe it to ourselves an internally held debt iiujioses no economic 
burdens. When indebtedness represents funds productively in- 
vest(‘d, there is no net burden, but a n('t benefit to society as a whole, 
for that socic'ty is better off than it would have hvvu had the invest- 
meut not occurred. But the debt itself sets up a system of transfers 
of jirincipal and interest which may impose specific* burdens upon 
individual members of the society. 

THE BENEFITS OF PUBLIC DEBT 

Before analyzing the debt burden, we shall consider 
some mitigating benefits to be derived from the existence of public 
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debt. We shall dismiss very briefly the almost unlimited potential 
benefits of the ability to borrow. For respectable governments 
cannot premanently bind themselves to pay-as-you-go policies. 
Thus the existence of a strong public credit is highly advantage- 
ous to societv, and the use of public credit is one of the pillars 
upon wliieh fiscal pf)licy must .stand. Without it the liirancing of 
public (MiHTgeneies would be impossible. 

The political advantages of a widely-held public debt, though 
impossibl(‘ r)i nu^asiin'iiKait, are none the l(‘ss real. The same 
arguments which SLip]:)ort at least token tax pavments by all 
citizens support widely-held public debt. A govtTument which 
derives its powers from the consent of th(‘ governed ref|uires an 
interested as well as an informed electorate. Both intcTe'st and in- 
formation are encouraged by financial contact. It is unfortunate, 
indeed, that so small a proportion of the electorate has tradition- 
ally been direetlv and recognizably affected by goxemmental 
fiscal operations. The morale effects of popular war bond drives 
are a case in point. 

The economic advantages of a widelv-held public debt are 
considerable in the maiiitenaiice of a high ]v\v\ (if (‘on.sumption. 
Holdings of highly liquid government bonds by small income 
receivers represcait accumnlatcd assx'ts which mav be liquidafi^d 
for expemditure in emergencies or for piireha.S(‘ of durable eon- 
sumers’ goods. kAcn if hold(TS have* no intention oi licpiidating 
bond holdings for consumption expenditure, tbf'ir \(‘rv v\islvncc 
as liquid ri'scrves against contingcMit'ies will obviate to some 
degree the need for saving from current ineoim' to bmld uj) 
such reserves. Thus, the fact that bonds are held can be assumed 
to increase for low income s]HMKling units their propimsitv to con- 
sume from current inconu's.^ In a potentiallv inflationary p('riod the 
increased propensitv to sjiend is by no means dt'sirabh'; in the long 
run, however, thiTC is littl(‘ doubt that the ('conoiny rt^quires the 

There are those who believe tlial the World War II ni'st e”;g of savin[!;s bonds 
will have the elleet of eiieoiirai^uii; further saviui; in the fiitiiie; tliat individuals, 
liiiving lasted llie security of reserves, will b(‘ ('iieourafred to save further. There 
ure imdeniablv'^ east's of this sort, though it is btdievt'd that tlieir signifieanee is 
limited, broadening of soeial .seeiirity would reduce the need for less .sy.stematic 
privately-aceiimulated reserves. 
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highest level of consumption consistent with savings adequate to 
meet new capital needs. 

The Treasury's estimates of the ownership of United States gov- 
ernment securities are given in Table 18 below. It will be noted that 
ownership by individuals increased during the period at about 
exactly the same rate as did total government debt. It should be 
emphasized, however, that this does not mean a like increase in the 
number of individuals holding savings bonds. A study by the Bureau 
of Agricultural Economics of liquid assets held at the end of 1945 
showed that 37 per cent of spending units (families) in the United 
States at that time held no war bonds, and that another 37 per cent 
held less than $500 worth."* This means a considerable concentration 


TABLE 18 Ownership of U. S. Government Securities, 1942-1946 ® 
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17,300 
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40,100 
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of war bond holdings— 

actually 62 p(‘r 

cent of 

war 

savings 

bonds 


were held bv the top 10 por cent of spending units. This docs not 
suggest a snfTicient dispersion of ownershij) to accomjilish by any 
means the full advaiitag(‘s of a widely-held public debt. 

A further potential advantage in public debt lies in its provision 
of safe securities in which to invest funds. Investments in the public 
debt (Sec Table IS) by insurance companies, by state and local 
governments, by United States government agtMicies, and to a con- 
siderable extent by other corporations and associations, reflect their 
need for high grade, liquid objects of investment. It is probable that 
a significant portion of recent individual savings would not have 

National Survn/ of Liquid Asset Holdings, Spending, and Saving, Part One, 

WasliiniTton, junc, 1946, p. 6. 

Taken from Federal Reserve Bulletin, funo, 1946, p. 646. 
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been made in the absence of savings bonds available for purchase. 
The situation with the banks is quite different. Investment funds 
were created for the express purpose of providing a market for 
government securities. 

It may, of course, be argued that institutional investors have 
purchased government securities simply because they were avail- 
able, while corporate securities of high liquidity, safety, and stability 
have not existed in sufficient quantity. This is true. But it does not 
follow that insiiffieieney of acceptable corporate seeiiriti(‘s resulted 
from government debt. Under no practical eireumstances can a 
comparably large volume of corporate bonds be as safe as Treasury 
bonds. The credit standing of corporations is not ecjnal to that of 
governrniait, largely bc^eause of the incomparably greatcT financial 
resources of government. The credit of a firm stands upon its own 
business policies and the market for its jn’oducts. Government stands 
astride the whole economy; its tax resources rise and fall with 
busine‘ss l)oom and de'pression, but not with the rist* and fall of 
firms or products. The iuHiience of government ov(t the banking 
system represents a distinct advantage o\'er private corporations in 
the maintenance of eomparati\e stability and liquidity of its 
securities. Further, the very magnitude of public borrowing allows 
provision for a variety of securities appealing to various classes of 
investors which fc'w private' corporations could duplicate. Finally, in 
governmcMit tlu'n' is not the same sort of separation of management 
from the lenders. This is not to suggest that holders of go\TTnment 
debt run the government; it is merc'ly to say that policies ot govern- 
ment are not d('t(TjniiK‘d by a group with peculiar financ ial inteTcst 
in government often distinct from that of the bondholdtT. 

Circumstance's bc'ing what they are, it is inc'vitable that fedc'ral 
securities should be of higluT grade than those' of corporations. 
From this it follows naturally caiongh that insuranc'e* companies, 
trust and thrift organizations, and .state and local sinking funds 
should be compc'llecl to invest a considerable portion of their assets 
in federal debt. And it is not surprising that, where safety of in- 
vestment is the* paramount consideration, such institutions should 
choose to purchase public securities in the absence of legal com- 
pulsion. The investment of federal trust funds presents a special 
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situation. Safety of investment is essential. In addition, in what else 
than Treasury securities could such funds be invested? Investment 
in state, foreipi, local, or corporate bonds would establish a federal 
government financial interest in the borrowing agency which is in- 
consistent with the concept of sovereignty. It might subject govern- 
ment to charges of gross favoritism and, in case of default, would 
involve the establishment of government as claimant in a potentially 
embarrassing manner. The possibility of exercise of control as 
creditor might generate fears or situations which are better avoided. 

The conclusion is inevitable that public debt is desirable, no 
matter what its burden, when incurred for the purpose of securing 
benefits which outw(‘igh the burden. In this sense debt is a nt'cessary 
evil, like costs of production; if the benefits could be secured 
with less burden the alternative would be preferable. But as we go 
on to consider the burden of public debt, it is well to keep in mind 
that there are mitigating advantages. AlexandtT Ifaniiltoirs belief 
that a widely-h('ld public debt “will be a powerful cement of Union” 
is still pertinent. The consumption-inducing potential of the owner- 
ship by the jmblic of liquid securities may be an important though 
bv no means the only factor aiding in the* maintenance' of a high 
and stable livel of national income. And finallv, the existence of a 
large volume of safe and liquid government si'cnrities has provided 
desirable outlets for the savings funds of banks, individual and in- 
stitutional investors, and governments. It amounts to government 
guarantee of the safety and liquidity of a major portion of private 
savings. 


THE BURDEN OF I'HE DEBT AS BELATED TO ITS PRINCIPAL 

The burdt'u of a jmblic debt is represented by the 
economic hardship which it imposes. This hardship mav take the 
form of waste of productive effieieuev for the eeonuinv as a whole 
or undt'sirabh' economic burdens imposed upon particular classes. 
The lonner invol\ c*s misdirection of jiroduction, and \\ hen it occurs 
is far more likely to result from spending than from deficit spending. 
That is, uneconomic diversion of productive resources to govern- 
ment functions rather than to private functions can occur as easily 
under a l)a]aiiced budget as under an unbalanced one. The latter 
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involves redistribution of wealth and income, which may frequently 
occur as a result of the decision to borrow and spend rather than 
to raise spendable funds by taxation. It is essential in any analysis 
•of debt burden to limit our attention to the debt itself. The spending 
which creates tlic debt may or may not be justified; study of the 
burden of debt assumes the debt to be in existence— for whatever 
reason— and considers the effects of that debt upon the economy. 

Although popularly too much significance is attached to the 
principal of the public debt, there arc elements of burden which may 
vary with the size of the principal. So long as the public insists upon 
measuring debt burden in terms of the magnitude of the principal, 
fears and hesitations so iiispired must be considered an element of 
debt burden. 

The possibility of inflation resulting from the form of borrowing 
constitutes another element of burden. For if debt is purchased by 
the banks out of newly-created reserves while the economy is 
operating near a level of full employment, price inflation will result 
in redistribution of real income which creates a real burden upon 
the fixed money income classes. And it is highly unlikely that such 
redistribution will simply redress a previous maldistribution. Further 
social cost is incurred through inflation when une(Ttainty as to 
further production costs discourages expansion or maintenance of a 
high level of production. It is well known that inflationary pressures 
work with A^arying intensity upon particular production costs at 
different times; where the bottlenecks will first appear is difficidt to 
determine and upsetting to ])roduc(Ts’ calculations. F.vick'utly if 
borrowing is inflationary, the heavier the borrowing (the greatt'r the 
increase in debt principal) the greater the inflationary possi- 
bilities. 

The urge to reduce debt principal may involve three kinds of 
burden. (1) The raising of taxes for debt retirement by a regressive 
tax system ‘ will take funds from those l(‘ss able to pay and transfer 
these funds to bondholders who gain relatively little benefit from 

A system in whicli the burden of taxes is lieu\ier upon low ineome reeeivers 
than upon those with higli incomes. It does not inean tliat low ineome receivers 
individually pay more taxes, but that they pay more in relation to their ability 
to contribute. 
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their receipt. (2) Reduction of expenditure on useful governmental 
functions will impose burdens upon prior beneficiaries of those 
functions. (3) Taxes to repay debt held by the banks may result in 
net destruction of a part of the circulating medium.^ If reserves freed 
by repayment of debt to banks are not used as a basis for new loans 
to private enterprises, the purchasing power taken from taxpayers 
will not be replaced in the economy. In boom periods such destruc- 
tion of purchasing power may be desirable, though in other periods 
is may have an adverse effect upon the income level. 

Finally, it is apparent that an existing debt so high as to have 
largely exhausted government’s borrowing power would make 
further borrowing difficult or impossible, with the resultant loss of 
benefits which could be gained by new expenditure in excess of 
current taxes. 

All of the above-listed aspects of potential burden taken together 
are not impressive. Each is but a conditional burden, becoming real 
when accompanied by unwise policy which could be avoided. Re- 
tirement of public debt is in modern times very largt^ly a matter of 
choice. The issue of government bonds without stated maturity dates 
is common with many foreign goveriunents. Everywhere (with the 
exception of many local governments) the possibilities of refunding 
and conversion suggest that repayment can rather easily be post- 
poned indefinitely. This being the case, the burden of the principal 
of debt is far more hypothetical than actual. 

It is unfortunate that so much popular measurement of the 
assumed burden of debt is related to the magnitude of the prin- 
cipal.^ For the real burdens are related to iiilerest pavments, and 

” Cf, C. R. Whittlesey, “Retirement of Intern^illy Held Deht,” American 
Economic Rccicic, Seplcmiber, 194d. 

^ The rigidity of debt limits e.iii ereule this situation for st.ite' and local govern- 
ments, though it is dilTieuU to imagine exhaustion of the borrowing power of 
the federal go^'ernment. 

It was eommon in the early 1030’s to state as a rule of thumb that a federal 
debt of $50 billion represented a maximum that the economy eould support. 
Later in the same decade the figiiie was not uneoimnonly set at $100 billion. 
Still more reeentlv tlu‘ rule of thumb has been stated in a somewhat more re- 
fined and elastic form as “twice the national income.” All such rules rest upon 
quite unsatisfactory grounds; for they are related to absolute principal sums, 
ignoring the relativity of nearly all factors' determining liiirden. 
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even their burdeiisomeness is a relative matter. The size of national 
income, the nature of the tax system, and the degree of dispersion of 
security holding are all significant determinants of intensity of 
burden. 


THE BURDEN OF IN'J'EREST PAYMENTS 

Transfer Frictions The principal burden of debt is 
the total costs to the economy or segments of it incurred in con- 
nection with the transfers of purchasing power iiixolved in interest 
payments. Tliese costs are partly moiny costs, partly subjective 
costs, applicable to individuals. Most of the money costs of transfer 
relate to a comparison of the paltern of tax burdens with th(‘ pattern 
of claims lor inler(\st upon go\ ernment. II the interest rec'civers were, 
individually, tlu' taxpaytTS, and if each taxpayer cojitributed the 
wliole amount which government was to pay him in interest, the 
burden would be minor indexed. But no such identity of taxpavers 
and interest-receivers is likely. At tlie end of the fiscal year 1946, 
the Trc'asury estimated ownership of the public debt by various 
classes of investors to be about as follows: Individuals (inchiding 
unincorporated businesses and partnerships), 2:3 per cent; other non- 
bank investors, 37 per cent; banks, 40 per cent.^- Although no par- 
ticular taxes are earmarked for interest pavment, iht' projmrtions 
shown bear little resemblance to proportions ot ledtaal taxes ]iaid. 
And of course, within t‘ach category ol security holders very great 
variations in holdings exist. The study at the end of 1945 which was 
referred to in Table 17 showed liquid assist holdings by the bottom 
50 per cent of spending units to repr(\sc*nt only 3 pea* cent of total 
holdings in the nation. It is hardly likely that this large share' of the 
population will be almost comph'tely exempt from ft'di'ral taxes in 
the post-war years. 

As the effects of the war bond drives wt‘ar oil, a greatc'r concen- 

Tlio lairclrn of iiiterrsl payinciits would tlieri consist of ( 1 ) llic uiij)l(Msanint‘ss 
of tax payments per sc, (2) the frietional lossus inenrn d tlin)iii;li ilie ncLossity 
of einployinc; mini to adiiniiisLeT tlie Iranslor, which means passing tax laws, 
collecting taxes, handling dis]Diites, and paying interest, and (3) the dashing 
of any hopes bondholders may have had that interest receipts would be net 
al)0\'e taxes. 

Annual Report, J916, p. 60. 
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tration of debt holdings in the hands of banks, institutional investors, 
and higher income individuals is to be expected, while debt holdings 
by low income individuals will decline. To the degree that lower 
income individuals contribute in taxes funds which are to be paid to 
more privileged groups and institutions, a personal burden is im- 
posed upon those least able to pay. The implications of this burden 
for the whole economy are a lowered level of consumption and the 
probability of a higher level of hoarding, combining to depress na- 
tional ineoine. 

If taxes upon certain types of business concerns or certain lines 
of production are made abnormally heavy because of the necessity 
of meeting high interest charges, the impact of the transfer will be 
disproportionate. Current taxes upon corporate income in general 
may well represent this type of case. When corporate profits are 
taxed twice— as income to the corporation and as income to the 
stockholder— the burden is relatively severe. 

The burden of taxation for interest payments will possess varying 
sev erity in diffc'rent phases of the busiu(*ss cycle. Since interest repre- 
sents a fixed charge upon the Treasury, taxation to pay a given 
amount of interest in depr(‘ssion will be far more burdensome than 
in prosperity. The availability of borrowing in depression to meet 
interest (and other) expenditure can mitigate the peculiarly intense 
burden of taxation in depression. And it has been previously indi- 
cat(‘d (Chapter 5) that such a policy is desirable for counter-cyclical 
reasons, both to reduce the negative cllects of taxation upon 
anticipations and to put unused savings into private circula- 
tion. 

It should go without saying that, other things being equal, the 
larger the volume* of interest payments on the del)t the greater the 
economic burden of tin* debt. Lc‘t us noti‘, hf)we\er, that this is not 
to state that the larger the debt the greater the burde'n. For the rela- 
tion of the size ol debt principal to the annual payments has under- 
gone constant change. The decline in interexst paid per dollar of 
federal debt outstanding is shown in Tabic 19 below. 

The example of extremely lieavy taxes on cigart'ttes is not pertinent here, as 
these excessive taxes are largely passed on to consumers, who bear tlieir 
“burden.” 



222 THE BURDEN OF DEBT 


TABLE 19 Federal Interest-bearing Debt Outstanding, Computed 
Interest Charge, Computed Rate of Interest, Selected 
Years, 1924-1946 



INTEHEST-HEARING 

COMPUTED ANNUAL 

COMPUTED RATE 

END OF FISCAL 

DEBT 

INTEREST faiAHGE 

OF INTEREST 

YEAH 

{$ billions) 

( $ niilliojis) 

(?) 

1924 

21.0 

877.0 

4.18 

1932 

19.2 

671.6 

3.505 

1940 

42.4 

1,094.7 

2.583 

1946 

268.1 

5,350.8 

1.996 


Too much warning can hardly be given against the overestimation 
of the significance of debt principal. In 1946 the eflective rate of 
interest was less tlian one-half that in 1924, which is to say that the 
inteTest burden (other things constant) upon debt of twenty billion 
dollars in 1924 was equal to that upon debt of forty-two billions in 
1946. 


MINIMIZING THE DEBT BURDEN 

The only way to avoid debt Inirden is to avoid debt. 
Such a suggestion is hardly pertinent, however, in view of tlie ex- 
istence of large public debt, incurred, in the main, for essential pur- 
poses, and in view of the severe burdens w4iieh too rapid retirement 
would entail. The debt cannot be passed off as burdenle\ss on 
grounds that “we owe it to ourselves.’’ Nevertheless that burden is a 
relative burden; a given amount of purchasing power transfcTi tal on 
account of payments on the debt will under varving conditions rep- 
n'sent dilferent real burden upon the cconomv. In the final analysis 
the burden of interest translers is really a question of the economic 
burdens of taxes. Some of the variables have be^en suggested above 
and will be repeated. 

Borrowinp^ vs. Taxation for Debt Service The method 
used in raising funds to be paid as interest will have important bear- 

Annual R(’pori of the Sccrctanj of the Trcufiunj, 1046, p. 546. Cnmpiitetl in- 
terest includes coupon inlcTcst on 'Treasury l)onds, notes, and certificates; on 
savings bonds and notes at rates efl('cti\ if lield to maturity; and discount on 
bills. 
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ing upon the intensity of the transfer burden. In periods of marked 
underemployment the burden of raising funds for interest or repay- 
ment of debt will be less if these funds arc borrowed. This is of 
course true of immediate burden, and will hold true so long as the 
conditions of underemployment continue. We must not cnerlook 
the fact, however, that borrowing for payment of interest increases 
the principal of the gross debt, and therefore (other things equal) 
increases the amount of interest to be paid on the total debt. In 
periods of full employment the reverse is likely to be true; taxation 
of a high income economy may well be less burdensome than bor- 
rowing from individuals, and will be less inflationary than borrowing 
from banks. 

1. The Type of Bornnvirif^ Borrowing from banks whose re- 
serves are incTcased to provide the funds will always be immediately 
less burdcaisome than borrowing Iroin individuals, since borrowing 
from banks out of newly created rest'rves impli(‘s the placing of “new 
money ’ into the hands of recipients of goA ernmental exptMiditure 
and of int('r(‘st receivers. If the ciirnait level of iKitional income is 
such as to r(‘(]uire thr' introduction of new money, this procedure 
makes the ''transfer” ahno.st conqdc'tcK burdcadess. On the other 
hand, at a nc'arlv lull einploymenl l(‘\('l of national income, such a 
procedure vvill accentuate boom tendencies, and is inferior both 
immediately and in the long run to borrowing from individuals. In 
fact, taxation to raise funds lor inter(\st pavincaits is in most instances 
of high employment prelerable to borrowing, either from banks or 
from individuals. As a general rule, therefore, indicated policy is to 
tax in peTiods of liigh employment and to borrow from banks in 
periods of low employment. 

2. The Type of Taxation. A tax svstem which falls hf*avily on 
the low income receiver will impose greater burden ]ier dollar col- 
lected than will a tax svstem which falls ujion income's in excess of 
consumption requirements. Thus, if funds are raised to meet interest 
payments by sales taxc's upon common article's of consumption, the 
burden is nece'ssarily heavier than it would be if such funds were 
taken by progressive taxes npoei net income with a reasonable per- 
sonal exemption. The problem of raising tax revenues with minimum 
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burden upon the economy will be a major consideration in our later 
study of taxation. For the present it is important only to state the 
evident fact that while other things remain the same a given volume 
of tax revenue can be raised by good or bad taxes, and whether 
they are good or bad depends very largely upon how burdensome 
they are upon taxpayers. 

Dispersion of Debt Ownership The burden of taxes 
paid for debt service may be mitigated by receipt of interest by the 
persons who pay the taxes. Except for the frictional loss involved in 
the transfer, the burden would then be the subjective one of failure 
to receive net interest income after taxes. Bv and large, except for 
the probable ellects upon business incentives, the ideal would be 
ownership of securiti(\s by the lower income class(‘s and a tax system 
receiving its principal contributions from the high income classes. 
The former aspect of tlu' ideal is hardly attainabU* under anv con- 
ceivable circumstanc'es; the latter characteri/es the pr(\sent federal 
tax system, though not the tax systems of states and cities. It may 
be noted that tax exemption of the income from government securi- 
ties points toward this ideal if public debt is held by the lower 
income classes. But since the public debt tf iids to be held bv in- 
dividuals in the higher income groups and by i)iv(\stiug institutions, 
tax exemption in fact tends to accentuate rather than to mitigate the 
debt burden. 

Nalloiuil Income and Debt Burden Probably the most 
important variable determinant oF the intensitv of the debt burdem 
is the level of national income. This is an extremely important fact 
to be kept in mind in discussion of deficit spemding to promote a 
high level of national income. For if successful such a program, 
while increasing the debt principal and probably the annual interest 
charge, carries its own mitigation of debt burden. Look(^cl at from 
the point of view of the economy generally, although tlu' interest 
charge on the federal debt was eight times as great in 1946 as it 
was in 1932,’’’ the national income was four times as large in the 
former as in the latter year, which means that the proportion of 
income devoted to public debt interest was less than twice as gre^at 
in 1946 as in 1932. Actually, however, if we allow for operation of 
See Table 19. 
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the economic principal of diminishing marginal utility,^ the burden 
of transferring 1/31 of a 165 billion dollar national income in 1946 
might well be less than the burden of transferring 1/60 of the 40 
billion dollar national income in 1932/'^ 

A high national income will by sheer weight of proportion reduce 
the burden of debt. The extent to which this reduction in burden is 
shared by individuals depends upon the distribution of income 
among individuals as compared to the incidence of the tax or borrow- 
ing system and the distributive pattern of interest payments. Nicer 
adjustment of the dollar burden among individuals actually reduces 
the real burden, while increase of national income at a rate more 
rapid than the increase of dollar burden will reduce real burden, 
independent of the nicety of its distribution. As Mr. Evsey Domar 
has said: “If all the people and organizations who work and study, 
write articles and make speeches, worrv and spend sleepless nights 
—all because of fear of the debt— could forget about it for a while 
and spend even half their efforts trying to find ways of achieving a 
growing national income, their contribution to the benefit and wfff- 
(are of humanity— and the solution of the debt problem— would be 
immeasurable.” 

Reduction of Debt Burden by Manipulation The 
burden of debt can under certain conditions be reduced by the 
artificial creation of marke^ts for government securities bearing lower 
interest or no interest. By the National Banking Acts of 1863 and 
1864, state bank note's wc're taxc'd out of existence and national banks 
were allowc'd to circulate their own notes upon the purchase and 
deposit of Treasury bonds. This svste'in created an artificial market 
ill the banks for government debt which previously could be sold 
only with difficulty. Although this was by no means the only reason 

The IlH'^it the income tlie ies.s utility iittiiehed to the niiir^iniil (or last) unit 
of that ineonie. Ca)nseniieiitly tJie lart^er tlie ineome tlie less tlie subjective 
sacTifiee in\ oK eel in piMiig up a f;i\ en dollar to tlie tav (jjatherer. 

Snell a I'oinparison assumes reasonable siinilaiity in tlu' two years chosen for 
our example of tax systems, sources of borrowed funds, dispersion of debt- 
boldiiifT, Lind inetbod (taxation oi borrowinj^) of raising the necessary funds. 
It is probable that in the two years selected these factors were reasonably 
similar. But even if not, the principle stands. 

E. D. Domar, 'The ‘Burden of the Debt' and the National Income,” American 
Economic Review, December, 1944, p. 823. 
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for establishment of the national banking system, it was a potent 
one. The circulation privilege was valuable to the national banks, 
and under the refunding act of 1900, only new refunding 2 per 
cent bonds were made eligible for the support of note circulation. 
The effect was replacement of 3, 4, and 5 per cent bonds by 2 per 
cent bonds. This is clearly the use of an artificially created market 
to reduce the interest burden on the debt. 

A somewhat comparable action could have been taken following 
World War If. If bank reserve requinanents had been greatly in- 
creased, as they should have been as an anti-inflation measure, a part 
of the newly-required reserves might well have been non-interest- 
beariiig Treasury bonds. A part of existing debt would then be con- 
vei ted into this special type of bond which banks must hold in large 
volume in order to carry on their normal loan-deposit operations. 
This would clearly be the creation of an artificial market for other- 
wise unattractive securities, and would rt'diice the interest burden 
of debt outstanding. The principal reaction against such a plan ap- 
pears to emphasize the reduction in earning power of the banks. 
This would be a matter of greater concern if their earning power 
were more precarious than it is. During 1945 the member banks as 
a group earned net alter federal income taxes 10.9 per cent on their 
total capital.^ ^ Slightly less than half of net profits was received as 
interest on United States government securities. Other things remain- 
ing the same, replacement of bank holdings of government securities 
by bonds carrying no interest would reduce profits by approximately 
one-half. But other things could not be expected to remain equal. 
In order to improve earnings the banks would be expected to make 
loans somewhat more risky at somewhat higher interest than existing 
commercial loans now pay. If the Federal Reserve banks were to 
abandon their inflationary policy of open market purchases of securi- 
ties, it is reasonable to expect that interest rates would rise in a 
prosperous period (and in a period of underemployment open 
market purchases could be quickly reinstated). The banks now fear 
an increase in the interest rate because of the depressing effect of 
such an increase upon the capital value of the bonds they now hold. 
If, however, these bonds were to be converted at par into non- 
Federal Reserve Bulletin, June, 1946, p. 681. 
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interest-bearing bonds to be held as reserves, and if these reserve 
bonds could always be valued at par for reserve purposes, the effect 
of a rise in interest rates probably would, on balance, be favorable to 
the banks. 

The banks are of course so essential to the operation of the 
economv (and tlie Treasury) that their ope^rations must be profitable 
enough to keep them in business. On the other hand, a large share 
of their earnings from government securities is due to the govern- 
rnentally-inspired poliev of creating reserves which make possible 
bank purchase of these securities. Thus during the period of rapid 
increase in public debt, the increase in bank income has been due 
basically to Treasury monetary policy. On these grounds there is 
reasonable basis for a change in reserve requirements which reduces 
interest payments to the banks. Such a policy is further bolstered 
by the anti-inflationary potentialities in sterilizing bank-held govern- 
ment debt. 


BORROWING AND THE COST OF WAR 

Many of the realities concerning the burden of public 
debt are more clearly evident in connection with the challenge pre- 
sented by the necessities of war finance: to tax or to borrow. The 
proportion in which each is used is to a considerable degree de- 
termined by day-to-day opportunitic*s. Nevertheless the facing of 
the problem urges establishment of definite ideals in w^artime fiscal 
policy, and criticism of practice in terms of those ideals. Beeausc the 
problean is huge and calls lor some sort of immediate answer in war- 
time, and because idealism is given somewhat freer rein in the surge 
of patriotic sentiment, tradition in public finance is likelv to offer 
somewhat Ic'ss resistance to radical change than in peacetime. 

If we were given carte hhinclic to establish the proper propor- 
tions of war expenditures to be met by taxes and by loans, what 
should be proposed? These objectives of policy are suggested as 
basic: 

1. Funds should be forthcoming when needed and in amounts 
needed; finance should never obstruet the satisfaetion of essen- 
tial military or civilian needs. 
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2. Economic costs should be shared proportionately, so that in- 
dividuals and firms stand after the war in essentially the same 
relation to one another as when they entered the war. 

The first is clearly indicated by the over-riding necessity of victory. 
The second implies that price incr(‘ases should be limited to those 
required to provide necessary incentives to production. It is highly 
questionable policy to grasp a war emergency as an oppt)rtunity to 
redress tlu' balance of economic welfare, for two reasons. The first 
is that policy is to that extent diverted from the war problem. The 
second— and more important— is that, since prices are so closely in- 
terwoven, if some price's art' permitted to rist' it is inevitable both 
that other costs of production will rise and that real incomes ol some 
groups will fall. In either ease it is but a matter of time' beltire the 
price control line will be dented elsewliert'. 

Inevitably short-term borrowing will play an important part in 
war finance. Even thoiigli the decision may be to pay the grc'ater 
share of war expense's by taxation, legislation of new taxe*s takc'S 
time and some further time will elapse before colkx'tion of new 
taxes will begin. I’here must therelore be tax-anticipation borrow- 
ing. And to the extent that the war is financed by long-term loans 
there will likewise be loan-anticipation borrowing. The major 
financial policy decision is thus between taxation and long-term 
l)orrowing. 

Pchstponcmcni of War Cosis Li'L us dispose immedi- 
ately of the popular notion that borrowing to financ e a war transfers 
the burdcMi of war cost to a latcT generation. If we talk ol cost in 
real terms, it is evident that (he war is lought with goods produced 
during the war. The rc'al cost is in labor perlormed, matc'rials used, 
and eejuipment depreciati'd, and this is a inattCT not rc'latc'd to the 
method of finance. It is not possible to fight a war wa'th matc'rials 
produced by the po.st-war generation, c'xci'pt to the extent that dc'- 
pre^ciating c'cjuipinc'ut is not rcqilaced during the war and must be 
replaced by post-war labor, and that war dissipation of resources 

During tlic early years i)f World War II there w as feeling e\ en among sup- 
posedly iinpartiid persons that agrieiiltural piiees should remain uncontrolled 
to offset the elleets of the previous long period of low agricultural ineome. 
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makes production in the post-war period more costly in terms of the 
real effort required to attain a given output. 

In the purely monetary sense it is likewise true that the burden 
of war cost cannot by borrowing be postponed to a later geiicTation. 
For funds borrowed during the war to pay current costs are funds 
given up by the war generation. And when in the post-war period 
the loans are repaid they are repaid to the current post-war genera- 
tion holding the securities. Since the post-war geiu'ratiou inherits 
the assets as well as the debt liabilities it is hardly possible to con- 
clude that this generation is paying money war costs. Thus, although 
it may seem attractive that a post-war generation which inhf'rits the 
benefits of victorious war should bear a part of its cost, this is possi- 
ble only to a \ery limitc'd dt^gree. And to the degree that cost is 
transferred to a later generation, this occurs not at all because a 
policy ol borrowing was pursued but because of the partial exhaus- 
tion of producti^ e resources. The transfer is the result of the nature 
of war and not of the method of its financing. 

Disfrilnitioii of War Co.sts Although the bearing of 
war costs cannot be postponed bv the method of financing, their 
distribution among members of socie‘ty can. The clear analysis of the 
late IVofessor l)a\’(‘nport may be briefly paraphrascul as follows.-^ 
Since a large jxirt of total wartime production is not available for 
civilian use, labor’s standard of living during the war cannot rise in 
proportion to the ellort which labor puts forth. As prices rise, wages 
lagging, real wage's lall while profits rise. If go\cTnment taxes profits 
h('avily enough to rc'move all windlall profits due to the lag of costs 
and enough of normal profits to reduce the living standard of profit- 
makers ill the proportion by which labors Ibing standard is reduced, 
all class('s will have sharc'd proportionately in war costs. If, on the 
other hand, go\ erninent finances war by borrowing, the principal 
buyers of bonds will be profit-makers, who have war-produced sur- 
plus incomes to invest. The purchasers ol bonds thus establish claims 
to post-war production. Davenport’s point is that, when war is 
financed by borrowing under typical war circumstances of produc- 
tion and prices, labor pays twice; once in loss of real income during 

11. J. DLivcnporl, “The War-Tax Paradox,” Aiticrican Economic Review, 

March, 1919, pp. 34-4G. 
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the war and again after the war in taxes to repay the government 
debt. Profit-makers, on the other hand, experience only net gain. The 
disparity in contribution is accentuated by the fact that as prices fall 
in the post-war period the claims of bondholders represent increased 
real claims upon post-war production. 

The two classes concerned might better be more broadly termed 
as those whose money incomes lag behind and those whose money 
incomes run ahead of pric(‘s during wartime. This preservtis all of 
the truths of the analysis while at the same time eliminating 
terminologies which carry evertones of “class warfare.” And it is 
undoubtedly true that individuals within any class may fare quite 
diflerently during a war period. What assumptions are inherent in 
Davenport’s argument? The first is that inllation occurs and that cer- 
tain incomes lag behind prices so that others increase more rapidly. 
He would be a blind optimist indeed who would deny that this as- 
sumption conforms with actual war experience. The second assump- 
tion is that the post-war tax system is more regressive than is boiid- 
holding. This is likewise not wid(‘Iv at variance with the lacts, even 
though the tax system may not be truly regressive. 

Even though the inequities invoh ed may in any war period be 
less severe than Davenpint implies, the analysis points to distinct 
social evils of typical wartinu* financial policy of two sorts: heay^' 
dependence upon loans rather than taxes, and inadequate (dlorts to 
prevent inflation. 

Commission of the former error almost inevitably leads to com- 
mission of the latter. For failure to tax away iiiflat ionary incomes 
leaves as the only alternative the borrowing of tlu'si' inllationaiy in- 
comes. Lacking compulsion, however, borrowing can hardly hope to 
close the inflationary gap. Suppose that during a war yt‘ar national 
product is 150 billion dollars, represented by half civilian and half 
military goods. The problem of inflation control centers around the 
necessity of transf(Tring ne'arly 75 billion dollars of private' income 
to government. The proportion of the approximately 75 billion dollars 
not transferred to government by taxatioji should be transferred by 
borrowing. But the desire to increase consumption from increased 
income and the desire or inertia which results in increased liquid 
bank deposits will probably thwart government’s desire that these 
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funds be wholly invested in war loans. The deficiency must be 
borrowed by the Treasury from the banks, since it must have the 
money to buy military goods, and this borrowing will inevitably be 
from ‘new money” out of created bank reserves. 

Forced lending of untaxed surplus income to government could 
accomplish the same immediate anti-inflationary results as would 
taxation. This could be done by measures similar to taxation in 
coerciveness, but allowing post-war credits against amounts paid 
in.-- Under such a scheme a large share of incomes would be taken 
in taxe.s, and a further share would be taken for which bonds are 
given the payer. These bonds would ha^ e post-war maturity dates 
and would not be redeemable prior to these dates. Such a plan 
would not only remove inflationary pressure during the war, but 
would provide widespread holding of public debt, with all of the 
post-war advantages accruing th(Tefrom. Sensibh' as the proposal 
was, it was very little used in the United States. England provided 
for post-war refunds of a considerable proportion of income taxes 
on low income receivers,-** and of the top 20 per cent of the 100 per 
cent excess profits tax under certain specified conditions. In the 
United State's the only use ol the sclu'me was in connection with the 
excess profils tax during the years J 941-43. Tt'u per cent of the tax 
could be deducted from tax paid if (within limits) it was used for 
retirement ol the corporation’s debt, and il not so used it could be 
taken in non-interest-bearing bonds maturing two to six years after 
cCvSsation of hostilities.-^ 

It is clear that in the absence of forced saving, principal reliance 
should be placed upon taxation in wartime. Though the proportion 
of war expenditures met by taxation cannot in a major war be 100 

All t'XL'ollenl tlisc-nssioii of the policy of “drferrecl piiy” is to be found in j. M. 
Keynes, JIow io Tiiy for //ic War, New York, llareourt, Brnee, It) 40, Cvli.ipters 

5 iind 6. 

. . in ] 941-42 ineonic tax liad het'n c‘xlended to 5?^ million workers, who 
contributed 125 million [£]; but of this amount some 60 million was treated 
as credits, i.c., was credilcd to the t.ixpa) er in a savini^s account to ln‘ repaid 
alter the war.” (Ajinual Reptyrt of iJir Bank for Tufcniatiofiul Sdtlcnicnts, 
March 31, 1942, reprinted in Federal Reserve Bulletin, January, 1943. Quota- 
tion from p. 19.) 

The amount of such bonds nuLstandinfr at the end of fiscal 1945 was just over 
$1 billion. Annual Report of the Secretary of the 7'rcnsury, 1945, p. 528. 
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per cent, the nearest possible approach to this figure is desirable. 
The records of the various warring nations in this respect are not 
good, though some records are better than others. Although final 
figures are not available, Table 20 shows the experience of principal 
belligerents during the earlier years of the war. 


TABLE 20 Per Cent of Total Expenditures Met by Current 
Taxation 

TAXES AS % OF 


COUNTRY 

FISCAL YEARS CO\'ERED TOTAL EXPENUIT 

United States 

1940-44 

41 

United Kingdom 

1939-44 

47 

Canada 

194()_44 

50 

Japan 

1943-45 

27 

Germany 

1939-45 (first half) 

40 

France 

1940-44 

32 


It is outside the province of this book to analyze the whole prob- 
lem of price control in wartime. It should be clear, however, that the 
effectiveness of taxation (and the form of borrowing) in preventing 
inflationary pressures is a basic aspect of the prol)Iem. The more 
successful the metliods of war finance in preveaitiiig inflationary 
pressures, the greater the effectiveness of direct price controls. 

CONCLUSIONS CONCERNING TURLIC DEBT BURDENS 

For a society as a whole the burden of debt of given 
size is greater whi*n the evidences of d(‘bt ( se^curities ) an‘ held by 
persons outside that society than when held by members of the 
society itself. This follows from the fact that payments on the debt 

Computed from the following sources: Rank Itjr International Settlements, 
Fourtccnih Animal Report, -31 Maieli, iyd4: U. S., p. 170; United Kingdom, 
p. 180; Japan, p. 103; CTeniuiiiy, p. 200; Fiunee, p. 214. Canadian figures 
from II. L. Sehgman, “Pattern.s of Wartime Borrowing in tlie United States, 
the United Kingdom, and Canada,” Fcdnal Rtwerve RuUctin, NovembcT, 
1944, p. 1057. Figures tor Cerniany and Japan must he used cautiously, both 
because tliey are subject to considerable error and because their meaning for 
inflation is not parallel with those of other countries. In the case of other 
eountrie.s the di/ierence between 100% and the per cent listed represents the 
proportion of borrowing. In the cases of Germany and Japan, levies in money 
and in kind upon conquered territories represented considerable amounts 
which have efleets similar to taxation. 
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represent deductions from gross social product, thus diminishing 
social income. But the fact that a society as a whole owes debt to 
itsell does not eliminate debt burdens. The real burden of internally 
held debt is the sum of the burdens upon individuals in that society 
resulting from the transfer of income from taxpayers and lenders 
for the purpose of meeting interest and retirement obligations. It is 
the loss of opportunity to use realized income for want satisfaction. 

The intensity of burden of internally held debt of a given size at 
a given time will depend upon several factors. The pattern of taxa- 
tion as related to the pattern of debt ownership is significant. Were 
these two patterns identical— so that individuals simply paid to them- 
selves— the burden would be minor indeed. If the pattern of taxation 
is less progressive than the pattern of debt ownership, a redistribu- 
tion of income from those of lower income to those of higher income 
occurs. This is undesirable from almost any point of view, and 
tends to maximize the social burden of debt. On the other hand, if 
the pattt'rn of taxation is more progressive than that of debt owner- 
ship the redistribution of income which takes place is in the direc- 
tion of greater equality. Such redistribution involves relatively 
smaller net burden, and may well provide benefits in an improve- 
ment of the i<’\’el of consumption which create net social gain. When 
we look at the facts, howevc*r, it appears that present patterns of 
federal debt ownership and federal taxation show the first to be 
somewhat more progresi\'e than the second. In the cases of state and 
local governments the pattern of taxation is typically regressive, 
while the pattern of debt ownership is highly progressive. The burden 
per dollar of state and local debt is thus comparatively gre^at; from 
the point of view of debt burdens, therefore, it is fortunate that the 
great bulk of public debt is at the federal and not at the state and 
local level. 

Certainly the most important single determinant of debt burden 
is the level of national income. The existing high level of public debt 
makes this the overriding consideration in minimizing debt burden. 

That is, payments to debt holders in the higher ineome braekets are more than 
proportional to their tax eontrilnitions, and thus the proportion of tax pay- 
ments by the lower ineome classes is greater than their proportion of total 
receipts of interest and principal on the debt. 
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For the prospect of major reduction in debt in the near future is 
relatively unpromising, since even relatively large budget surpluses 
can accomplish only small proportionate reduction in a debt of $260 
billion. Major reduction being unlikely, and levels of interest on 
existing debt offering little or no potentialities for reduction, the 
essentiality of high employment and income levels becomes apparent 
as the only method by which the debt may be made easily bt^arable. 

Sensible approach to the analysis of debt burdens requires that 
the size of debt principal be de-emphasized. For as wo have seen, 
not only are the transfers of income which constitute debt burden 
principally those which relate to interest and not principal payments, 
but the size of principal is an inaccurate measure of the magnitude 
of these transfers. The principal determinants of debt burden are 
thus: (1) th(‘ magnitude of annual transfers for debt service, (2) the 
pattern of debt ownership within the economy, (3) the type of tax 
system, and (4) the level of national income. 
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CHAPTER 10 


PUBLIC REVENUES; 
GENERAL CONSIDERATIONS 


chapters 7, 8, and 9 have diseiised the principal non- 
revenue receipts of government— public borrowings. In this and 
following chapters, we shall be concerned with the revenue receipts 
of government— those receipts which increase the funds over which 
the Treasury has control without a comparable increase in debt 
obligations. The most important type of revenue receipt is the 
tax, though there arc other types with varying revenue signifi- 
cance. 


CLASSIFICATION OF REVENUE RECEIPTS 

Much energy can be wasted in an attempt to set up 
categories within a classification which arc so carefully and finely 
drawn up as to be unassailable on logical grounds. In fact, it is (jues- 
tionable whether any classification of rewenue measures now in use 
can be constructed which is not open to criticism in terms of hair- 
line distinctions. For in practice measures which originally were 
distinct tend to borrow techniques from one another, and the tireless 
seeking after new revenues tends to produce measures which strad- 
dle conventional categorical boundaries. We shall here use the 
broader categories of revenues, recognizing that although these 
categories are distinct from one another in major characteristics, the 
lines of demarcation cannot be followed rigidly for all character- 
istics. 


236 
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The four classes of revenue receipts are: 

1. Grants and gifts 

2. Administrative revenues 

3. Commercial revenues 

4. Taxes 


1. Grants and Gifts We have earlier (Chapter 3) 
discussed the growth of grants -in- aid, by whieli one government 
provides financial assistance to another, usually in the performance 
of a specified function in a specified manner. Educational and high- 
way grants have long been made by state governments to localities. 
The federal government has for a long time made grants to state 
governments for highway construction and maintenance, and for 
vocational education. Many state universities were originally estab- 
lished with the assistance of grants of land by the federal govern- 
ment. 

Grants are seldom made from one government to another for 
general and unspecified purposes. At present the only grants of this 
type are rt'latively minor ones made by stales to their localities. An 
historical curiosity was the federal grantto the states for undcsignated 
purposes in J836. The revenues from sales of public lands and from 
the customs duties had been so great that bv 1836 the federal debt 
had bcc ‘11 completelv retired and embarrassing surpluses wctc piling 
up in iheTrcasiirv. It did not app(‘ar f easible to reduce those revenues. 
The surplus of approximatelv .528,000,000 was therefore distributed 
to the states for use by them in any way they saw fit. Although subse- 
quent similar distributions had been anticipated, the financial diffi- 
culties of 18.37 again created deficit and debt, and no such embar- 
rassing surplus has since reappeared. 

Federal grants to the states for specifit‘d purposes were greatly 
increased both e\tensi\ely and intensively during the nineteen- 
thirties. Undcu' PWA a large total of grants was made from the 
federal government directly to local governments to assist in the 
financing of local public works projects. State grants to local govern- 
ments have not been markedly broadened to support new functions, 
the recent increases in the total of such grants resulting largely from 
increases in amounts granted for the established functions of high- 
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ways and primary and secondary education. Exceptions have been 
temporary grants for relief and permanent grants for old-age as- 
sistance, the latter in a few instances being administe'red by local- 
ities. 

Grants-in-aid are of course cost payments of the grantor gove'rn- 
ment and revenue receipts to the grantee, since no obligation to 
repay is established. This is true regardless of the fact that the 
grants are typically made for specified purposes. 

Gifts are voluntary contrilnitions from non-governmental donors^ 
generally for specified purposes. Such contributions are likely to in- 
crease out of the Inlbiess of patriotic fervor during war,’ but even 
in normal times similar contributions are r(‘ceiv(‘d trom interested, 
grateful, or consciencc-stric‘ken persons. The total of gifts (as dis- 
tinguished from grants) is never significant in amount. 

Grants and gilts as a I'ategoiT of recei])ts ar(‘ chanieterizefl by 
their voluntary nature, and by the absence ol any expectation of 
direct benedit to the donor. In the case of grants the donor govern- 
ment gives financial aid in the performance of a go\ ernim'ntal func- 
tion at another le*vel. The grant is made by the donor go\'r‘rninent 
in preference to direct pc'rformance ol the function either bec'ause 
of constitutional limitations or because' the grantea' go\('rnm(*nt is 
the logical administrati\ e agemev. Privale' gilts are also pnrelv vol- 
limtary and provide no direct be'iu'fit to the donor exct‘]:)t ])ersonal 
satisfaction in promotion ol desirable activities. 

2. Administrative Revenues Those receipts placed in 
the category of administrative revemu'S include* lees, liee'uses fines, 
forfeitures, escheats, and special assessuK'nts. Thc'v are eharactt'rized 
by more or less free choice on the part of the ])a>a'r as to whether 
or not h(‘ will pay, and more or less direct benefit (or penalty) con- 
ferred upon him. The amount of the paynif'nl does not nc'cessarily, 
however, bear closfj relation either to the value ol the beiu'fit or the 
cost of conferring that benefit. A furthc'r and peculiar charactt'ristic 
of administrative revenues is that they generally arise as a by-product 

^ Between 1942 aiul 1945 the federal Treasury aec eptc'd doinitioiis of money 
totaling over $6 million, in addition to several iniflions of dfdkirs worth of 
materials and equipment, mo.slly lor recreational use by servicemen. {Annual 
Report of the Secretary of the Treasury, 1945. pp. 107, 108.) 
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of the administration of a control function of government— hence 
“administrative revenues.” 

As examples demonstrating the above characteristics of adminis- 
trative revenues, let us consider incorporation fees, registration of 
motor vehicles, barbers" licenses, and permits to operate automobiles. 
Ill the case of each, the individual is not exactly coerced into pay- 
ment. But if he wishes to incorporate a business, use an automobile, 
or work as a barber, he must pay the necessary fees. The nature of 
the benefit conferred upon the fee-payer is to be found in the legal 
and practical advantages of incorporation over other forms of organi- 
zation, the ability to operate his automobile under a system in which 
both tilt' \ (diicle and the driver must meet certain standards of safety, 
and the advantage to the barber of maintaining certain standards in 
his profession. In none of these examples, however, is there any 
real attempt to equate the amount of the fee to the value of the 
benefit. There is more nearly an equation between the fee paid and 
the pro-rata direct cost of administering the regulation, though even 
this equation is frequently disregarded.- 

We shall have occasion to discuss administrative revenues more 
fully later in this chapter. Thedr distinguishing characteristics are 
(or origin ihy were) more or less voluntary payment occasioned by 
the conferring of a privilege or the performance of a regulatory 
function. 

3. CA)rnmcrci(il Revenues The revenues which we 
call “coiinncrciar" are rc'ceived in the form of prices paid for govern- 
ment-produced commodities and services. Thev include pavnients 
for ])ostage, tolls, interest on funds borrowed from government credit 

^ Whon are iiseil for purposes of outri(!;lit restrietion, as in tlie eases of ex- 
cessive license h'cs for permits to sell oleonianr.irine or imconscionahlv la^^l' 
rcfijistration i(‘cs lor motor trucks, the objective is to discourage com])etition, 
and iicitlicr benefit nor cost r)f adniiiiistration is llie controlling f.ictor. In such 
cases the principal beneficiari(\s are not the fee-pav^ers. 'This is an olnioiis case 
ol using a revenue measure for f'ontiol purposes. An important exception of 
a diffeunt type is use of an adminisli ativc revenue measure as a tax. Auto- 
mobile registration fees are a case in point; here the trend has bien toward 
raising revenues by registration fees which are far in excess of reipiirements 
(in tiTins of cost or value of the rcgufri/ori/ function), these surplus revenues 
to be used for highway construction. In this case there is little if any distinc- 
tion between the objectives of the registration fee and the gasoline tax. 
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corporations, tuition to public educational institutions, prices paid 
for liquor in government stores, surplus war materials, electricity 
distributed by publicly owned utilities, and the like. The characteris- 
tics which distinguish commercial revenues from those in other cate- 
gories Lire: direct receipt of a commodity or service in return for 
payment, and adjustment of the amount of payment at least roughly 
to cost (or benefit). 

We must recognize that there is not always an equation of price 
of a government-produced good with average or marginal cost of 
production. General social policy may conflict with business policy, 
as in the case where postage rates or subway fares do not cover costs. 
In such instances it is usually desired that tlie service— for social 
reasons— be more widely available to the public than would be 
possible if price were equal to cost. In other instances government 
monopolies in the distribution of certain goods arc established 
largely to make monopoly profit which can be covered into the gen- 
eral funds. The French tobacco monopoly is an example of this; 
state liquor stores fit into this category also, although in tin’s field 
monopoly operation lor purpos(\s of control may be as important as 
the prospect of profit. 

Government may enter into the production and/'or sale of com- 
modities and services for several reasons. In some cases private enter- 
prise will not or cannot perform the servii'o (e g., the j^ostal svstem 
or the Panama Ganal). In others it is believed that the ser\ice can 
be better or more cheaply furnished by government (e.g. produc- 
tion and distribution of electricity). In still other cases goveininent 
may find resources or goods on its hands which ought to be usf^d by 
the public (e.g., surplus war products or electric curriMit as a by- 
product of flood and erosion control and of navigation). We shall 
study government industrial operations more fully in the following 
chapter. For th(‘ present it is important to note that the commercial 
revenues are similar in nature to prices paid to private producers 
of goods and services. 

4. Taxes Taxes are compulsory payments to govern- 
ment without expectation of direct return in benefit to the taxpayer. 
We should probably say “more or less’' compulsory payments, since 
the degree of coercion varies with different taxes. A poll tax is paid 
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simply because the taxpayer has reached taxable age. Income tax 
can be avoided only by failure to receive taxable income; property 
taxes can be avoided only by not owning taxable property; taxes on 
purchase of a particular commodity can be avoided only by refrain- 
ing from purchase of taxed goods within the taxed area. Although 
some choice appears to exist, by and large the exercise of choice is 
not feasible and we conclude that for practical purposes taxes are 
coercive. 

And although we say that taxes are by nature contributions to 
the general funds of government and not for specific benefit of the 
taxpayers, we have seen something of the growth of the tendency 
to earmark particular tax revenues for particular expenditures which 
benefit the payers of the tax. The major taxes still conform to the 
strict definition. Federal income tax receipts are covered into the 
general funds and allocated to objects of expenditure by appropria- 
tion; property and business taxes are treated similarly by the states, 
as are property taxes by local governments. 

In summary, the characteristics of the four categories of public 
revenues may be compared as in the chart below. 



EXTENT OF 

SPECIFIC BENEFIT 

PAYMENT COVERS 

REVENUE 

COERCION IN 

GRANTED IN 

COSl OR VAI.UE 

CATEGORY 

IMPOSITION 

RETURiN 

OF BENEFIT 

Grants and Gifts 

(~) 

(-) 

(-) 

Administrative llevennes ( ) 

(+) 

(+) 

Connneicial Uevenues 

(-, ) 

(+) 

(+) 

Taxes 

(+) 

(-) 


It must be recognized that any classification of a miscellaneous 
list of revenue measures will defy clear-cut and imitnally exclusive 
categories. The classc\s discnsscul above have shown typical charac- 
teristics of the several categories. Nothing is to be gained by quar- 
reling over minor exceptions, for it is admitted that any exact classi- 
fication would require a separate category for each revenue measure. 

It is necessary to record the existence of growing pressures for 
a trend away from taxes and toward administrative rex enues and 
commercial revenues in public finance. There has been a growing 
tendency to argue that a new tax can be justified only by a showing 
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of benefit to the payers as a class. Gasoline taxes have shown this 
tendency to a marked degree. It must be recalled, however, that the 
functions of government are basically those of promoting general 
welfare. Measurement of the degree of welfare provided for a given 
individual through a general function is impossible in most instances. 
Furthermore, many of the most important governmental functions 
must provide benefits which accrue primarily to the less-privileged 
classes in order to raise the level of general welfare. Thus the major 
part of government revenues must be taken from citizens on a basis 
other than that of benefits derived from the expenditure. Otherwise 
government tends to exist more and more as a commercial entity, 
providing services for those individuals who can pay for them 
directly. 

Table 21 below presents information concerning the relative im- 
portance of the categories of revenues in terms of the amounts of 
revenues produced in 1941. 


TABLE 21 Federal, State, and Local Receipts from Texas, Grants, 
and Other Revenue Categories, 1941 ^ 

{$ millions) 



FEDERAL 

STATE 

LOCAL 

TOTAL 

Tb 

Taxes 

$7.8 J 8 

$4,499 

$4,606 

$16,923 

70.2 

Grants-in-aid 

— 

785 

1,794 

2,580 

10.7 

Other 

1,618 

463 

646 

4,600“ 

19.1 

Total 

$9,436 

$5,746 

$7,045 

$34,103“ 

100.0 


“Includes $1,874 million from municipal utilities and other pul)lic-scr\ ice en- 
terprises not transferred to general hinds. This amount is not distributed in 
the table among the various go\ erninents. 

It will be noted that commercial and administrative revenues are 
combined in the table; separation of these revenues is impossible on 
the basis of existing statistics. The evidence is clear that taxes are 
by far the most productive of all revenue sources for all governments. 
For the federal government they constituted approximately 83 per 
cent of all revenue receipts in 1941; for state and local governments 
combined they made up 62 per cent of revenue receipts. Grants con- 

^ Statistical Abstract of ihe United States, 1943, p. 288, and Annual Report of 
the Secretary of the Treasury, 1941, pp. 16, 524. 
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tributed less than one-fifth of combined state and local revenue 
receipts, while commercial and administrative revenues constituted 
just under one-fifth of receipts of all governments. The “other” 
revenues of the federal government are principally commercial 
revenues, of which those of federal credit agencies and the post 
office are the major items. The “other” revenues of states and cities 
ill Table 21 are principally administrative revenues. 

It is presumed that grants and gifts require no further specific 
discussion. Description and analysis of administrative revenues will 
occupy the remainder of this chapter, while the chapter following 
is devoted to a study of government commercial enterprises. Taxes 
will be studied in a series of individual chapters dealing with im- 
portant tax measures. 

ADMINISTRATIVE REVENUES 

H. C. Adams ^ has given a useful description of a fee 
as a charge imposed on the occasion of a special service, the service 
arising incidental! v in connection with soin(‘ comprehensive govern- 
mental lunc'tion. This description may be applied broadly to include 
all of those revenues which we have classed as administrative 
revenues. Covernment performs c(‘rtain general functions for society, 
such as the protection of persons and property, the establishment 
of basic rules for trade, and certain fundamental facilities for the 
comfort and convenience of society. 

In the performance of these general functions various occasions 
arise when government comes in contact with particular individuals, 
and these occasions are utilized to collect contributions. Sometimes 
the general regulatory function requires the issuance of permits to 
perform certain acts. At other times the administration of regulations 
requires punishment for infraction of rules. On occasion particular 
benefit, within the general benefit conferred upon society, is be- 
stowed upon individuals. The contributions collected upon these 
occasions of contact with individuals may be justified on grounds of 
benefit, of cost, or of penalty. Practically, however, the amount of 
the contribution is seldom measured with any degree of accuracy by 
the justification. 

* The Science of Finance, Now York, Holt, 1906, p. 226. 
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A few examples may clarify the picture. Conduct of foreign rela- 
tions is a general function of government. In the performance of 
this function the issuance of passports is an essential detail. The 
receiver of a passport pays a fee on its issuance; the amount of the 
fee paid bears little or no relation to the benefit to the traveler or the 
cost of issuance. For the protection of society those who practice 
medicine must meet certain standards of competence. A qualified 
physician is given a permit to practice medicine; the fee which he 
pays bears little or no relation in its amount either to the benefit so 
conferred upon him or to the cost of issuance of the permit. The 
health and convenience of residents of a municipality may require a 
sewage system. The owner of a new house will be charged for con- 
nection with the sewer, the amount of payment measuring only very 
roughly the benefit or cost of the connection. Finally a motorist who 
parks his automobile overtime on a city street may be required to 
pay a fine which measures neither benefit to him nor his pro-rata 
cost of maintaining traffic control. 

The examples demonstrate that administrative revenues are col- 
lected when government comes in contact with particular individuals 
in the course of administering its general functions. There is little 
fundamental reason why special charges should be imposed when 
these contacts occur. They do, however, provide occasions for 
revenue collections, and government seizes upon these opportunities 
for making additions to its revenues. Charges for permits bear no 
relation whatevcT to the individual permittee’s ability to pay; they 
are flat sums charg(‘d to all who S(‘ek them. And charges for permits 
to undertake specified activities bear little or no relation to one an- 
other. By and large we may say that charges are fixed with a view 
to providing adequate revenue for a special administrative commis- 
sion. In such cases the amount charged is determined by what the 
traffic will bear without undue exclusion from the profession or 
activity and without generating too much objection from permittees. 
In other cases exclusion is a jirimary objective, as in the case of 
excessive charges for permits to sell oleomargarine in some states, 
and excessive registration fees for motor trucks in others. There may 
be pressure by a profession to impose payments for permits which 
are high enough to discourage new entrants into the profession, 
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though there are generally better and more direct methods Avhich 
Avould accomplish this purpose more effectively. In still other cases 
excessive charges for permits are imposed in order to provide a 
maximum of net revenue to government. Motor vehicle registration 
fees in many states reflect this objective. 

Most administrative revenues are dedicated to expenditure for 
particular purposes. The administrative branch of government Avhich 
collects the charges usually has first claim on the receipts. In some 
cases a share of motor vehicle operators’ license' collections is paid 
directly to the county official issuing the license, who thereby works 
on a “commission” basis. Very frequently an administrative commis- 
sion has earmarked for its use all collections from the issuance of 
permits and licenses by the commission. This is generally true of 
motor vehicle fees (registration fees, drivers’ licenses, dealers’ per- 
mits, etc.) which arc dedicated to the highway fund, and of collec- 
tions by special boards and commissions issuing permits to engage 
in trade or professions (i.c., boards issuing permits to barl)ers, cos- 
meticians, embalmers, doctors, dealers in oleomargarine, etc.). 

The result of such dedication may well l^e to provide small and 
specialized agencies of government with funds far in excess of their 
requirements. The faA’ored agency may l)e pressed to find oppor- 
tunities to spend its income. To end the fiscal yeiir with a surplus 
might well cause real trouble, either in pressure to transfer surplus 
to the general fund, which would raise objections by f('e-payers to 
“diversion,” or in pressure to reduce the amount of annual pavment. 
The consequence ol dedicating receipts to the particular use of the 
agency collecting them is practically to remove that agency from 
effective budgetary control. 

Fees, Licenses, and Permits We shall attempt no dis- 
tinction among thc'se terms, lor there is no real distinction. We speak 
of “filing fc'cs,” “operators’ licenses,” and “permits to sell oleomar- 
garine.” They all give rise to government revenues of essentially the 
same sort; the terms used are likely to be originally accidental and 
this original usage persists. They all arise out of a government grant 
of permission to be or do something. In general, the permission is 
required because a general governmental function could not be ade- 
quately jierfonned without the sort of control implied in the grant 
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of permission. But although a system of permits must be utilized, 
it does not necessarily follow that the permittee should be required 
to pay for the permit. The imposition of a fee as a prerequisite to 
reeeipt of a permit does not, in general, improve the system of ad- 
ministration by permit. The fee system of financing government is, 
as it has grown up, largely an opportunistic system of collecting 
funds were possibilities present themselves. Why should automobile 
owners have to pay a license fee before they can use the highway, 
while no such permit is retjuired of pedestrians using public side- 
walks, or persons using public parks? Why should barbers and tree 
surgeons be reejuired to operate under peimit while teachers in 
private schools do not? 

The fec‘ system has, in some instances, been pushed far beyond 
any logical reason for it. In Kansas, for example, operators of motor 
vehicles are required to jnirchase a driver's lic('nse every two years. 
No exarniiKition is r(‘qnired of drivers prior to receiving their original 
permits to drive. By paying fortv cents eac'h two years a ])erson is 
permitted to drive his automobile. A large share of the payimmt is 
pocketed by the county official issuing the license. And tli(' i^erson 
who is caught driving without a license is snbjr'ct to fine. It is im- 
possible to see how the pcTinit system can impro\t' the administra- 
tion of the safety function. The license is required to collect 
funds and pay administrators of the system. But the system is simply 
one of issuing licensees. A driver is penalized lor failure to have a 
license whose only function is to cremate an occasion for paying a fee 
to the issuer of the license. One is reminded of the farm tenant who 
explained to his landlord that a certain wooden tub was kept in the 
farm yard 'Ho keep water in so it won t leak.” 

A much greater danger in extension ol the fee system is in its 
tendency to justify payments to goyernmmit in t('rms of specific 
benefit to the payer. The obverse of this tendency is to justify pay- 
ments to government only where a specific benefit is conferred. Such 
an emphasis obviously runs counter to the ideal of contribution to 
government on the basis of ability to pay. And it encourages de- 
parture from the concept of government as promoter of the general 
welfare and movement toward government as a dispenser of benefits 
to particular individuals and groups at a price. 
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Fines and Forfeitures Fines are imposed as pecuniary 
penalties for infractions of law. It is obvious that they bear no real 
relation to the cost of administering the protection or control func- 
tions of government. They are presumably related in a loose sort of 
way to the severity of the infraction, though fines whose amounts 
are fixed and uniform weigh with varying severity upon persons 
with different incomes. Forfeitures of bail or of bond arc similar to 
fines in that they are penalties for failure to appear in court, to com- 
plete contracts as stipulated, or to safeguard valuable assets. Fines 
and forfeitures are quantitatively unimportant as revenue measures, 
they are almost entirely unpredictable, and they are— in the revenue 
sense— pure by-products of the administration of larger governmental 
functions. 

Escheats Escheat refers principally to the claim of 
the state to the property of persons who die without legal heirs. It is 
the duty of the state to guarantee distribution of the estate's of de- 
ceased persons to heirs specified in wills, or in the absence of a will 
to persons declared to be lawlnl heirs by common or statute law. If 
no such heirs exist, the property rc'verts to the state. Escheat may 
include governmental rights to unclaimed bank deposits or property 
of dissob vd educational corporations. As a source of revenue escheat 
is obviously of no great importance, and raises few problems of 
fiscal control. 

Special Asscssinriifs Certain public improvements, 
such as the construction of streets and sewers, confer specific benefit 
upon particular property owners in addition to their general com- 
munity benefits. Special assessments are charg(\s imposed upon prop- 
erty benefited by such impiovemcnts, the amount of the charge 
being determined by pro rata cost or pro rata benefit. Special assess- 
ments are thus similar in many respects to prices, since property 
owners are buving improvements from local government. On the 
other hand, there is a large element of general benefit to the com- 
munity, and the scale on which the improvemc'iit is undertaken must 
conform to community plan as well as to the desires of peculiarly 

® For a detailed study of special assessments the reader is referred to A. R. 
Burnstan, Special Assessment Proceduie, Special Report No. 1 of the New 
York State Tax Commission, Albany, 1929, 
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benefited property owners. We are thus justified in classing special 
assessments as administrative revenues rather than as commercial 
revenues. The contact with the individual property owner occurs in 
connection with the performance of the general function of urban 
physical development, and special revenue impositions upon indi- 
viduals justifiably arise out of these contacts. 

The combination of general and specific benefit in those improve- 
ments which give rise to special assessments is not peculiar only to 
them. As wc have seen, payments for permits of all kinds involve 
the same combination. Nevertheless, special assessments present 
peculiar problems because the payments required from individuals 
are commonly large in amount. This being the case, property owners 
arc entith'd to a voice in dt'termination of what projects are to be 
undertaken, and how elaborate the improvements will be. Further- 
more, the system of payment must be made as convenient to the 
individual payer as is possible. The project is undertaken by govern- 
ment, and the financial obligations to contractors are assumed by 
government. 

Eecognlzing that ord(*rly and planned phvsieal development of 
the community is the paramount interest, what x oic'c should property 
owners have in initiating improvement projects? Procedures vary 
among the states win'cli impose procedural regulations upon their 
local govermni'nts, and among local go\ermnenls when no such state 
regulation is imposed. In practice, projects are nsuallv propos(*d by 
government, and property owners are given some power of veto 
after public hearing. Since the interests of go\ eminent are para- 
mount, however, the veto cannot be exercised excejit by a substantial 
majority of property owners. The larger tht^ share* of cost borne by 
governmtmt, the greater should be the power of government to 
override the veto. Although in practice a project is l(*ss Irequently 
proposed by property owners, this right is generally provide'd. When 
property owners recommend proj(‘ets they should be, and generally 
are, empowered to state the upper limit of cost which they are 
willing to bear. If a respectable majority of property owners request 
an improvement, and arc willing to assume substantially the whole 
cost, the veto power of government is properly limitc'd, and will 
normally be exercised only when the project is out of lino with city 
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plans or when the city's interest would require performance on a 
more elaborate standard than contemplated by property owners. 
For it is possible that a street or sewer which would be adequate 
to the needs of existing residents in a new development would be 
quite inadequate from government’s point of view which must give 
consideration to the needs of future expansion. In such a ease the 
total cost of the improvement on a scale desired by government 
would be considerably in excess of the cost which the petitioners are 
willing to assume. As a general rule in matters of conflict the au- 
thority of government must be stronger than that of petitioners. This 
is not to imply that conflicts normally develop, for typically arrange- 
ments for special improvements are completed by cooperation be- 
tween both interested parties in the accomplishmtait of projects de- 
sired by both. 

Dt‘t(Tni illation of the amount to be assessed against individual 
property owners presents another set of problems. Most state laws 
allow local gnvcTinnents to assess against henefited property the 
whole cost of the improvement, inehidiug, in addition to actual con- 
struction cost, the costs of land accpiired and of engineering and 
siqiervision by city dejiartments. In some states local governments 
are hv law limitcal in assessment to onlv a portion of h)tal cost of 
property improvenuaits (e.g., onr'-half or two-thirds). Tliis is statu- 
tory recognition of the elenuait of general welfare in such iinprove- 
mcaits, requiring g(n criiment to hear its share of cost. IIowc'vit, re- 
gardless of legal right, the common practice is for govc'rninent to 
assume a share of the cost. The amount of ass(\ssment permitted is 
everywhere subject to the overriding limitation that no property 
owner shall be retpiired to contribute an amount in exeess of the 
value added to his propfTt)/ by the improvement. This obviously 
raises difficult problems of measiiremtait, both of the amount of 
property value increase and the proportion of the appreciation which 
should be attributed to the improx ement in question as distinguished 
from otluT appreciating influences. 

Within the limits of appoi tinned cost or increment to property 
value the amount actually assessed is determined by local practice. 
If the improvement is in a low-income district the assessment of 
substantially th(' whole cost or value appreciation against parcels of 



250 PUBLIC revenues: general 

property may meet with inability to pay and consequent transfer of 
property.*’ The special assessment practices of government must take 
this factor into account; it will determine the extent to which gov- 
ernment participates in cost, and may result in assumption by gov- 
ernment of varying proportions of cost of different types of improve- 
ments and in different sections of the city. 

The substantial assessments against property for improvements 
must in the normal case be spread over a period of years. It is com- 
mon practice for local governments to borrow funds to pay con- 
tractors by the issuance of special assessment bonds. These bonds 
are guaranteed by government, but special assessment revenues are 
dedicated to their retirement. In this way, government advances 
funds for the improvement, and property owners are allowed to pay 
off the obligation gradually. Special assessment borrowing on an 
individual project basis is probably most desirable for most projects, 
though some larger cities have borrowed to create a revolving fund 
from which the costs of substantially all such projects are met and 
into which special assessments for all projects are paid."^ 

CONCLUSIONS WrTH RESPECT TO ADMINISTRATIVE REVENUES 

The administrative revenues constitute a miscellaneous 
collection of usually small revenue streams. These revenues arise in 
connection with the performance of general administrative functions. 
When, during this performance, specific contact with the individual 
occurs, such as in the issuance of permits to engage in regulated 
activity, the imposition of penalties for failure to abide by laws 
or agreements, or the construction of improvements beneficial to 
specific items of private property, it is common for government to 
seize upon the occasion to exact a revenue. With the exception of 
fines and special assessments, it is difficult to sec how cost, benefit, or 

® The difficulty arises out of inability to raise the necessary amount of cash 
when payment is due. Altliou^h the assessmcMit is limited to tlie appreciation 
in value, that appreciation can he realized in cash only by sale ol the property. 
Transfers of ownership for tax reasons are to be avoided whenever possible, 
particularly in the case of residential property. 

^ See Burnstan, op. cit.^ pp. 77-83, for discussion of these and other plans for 
financing special improvements. 
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the improvement of regulation justifies a charge. Actually, such 
charges are badly adjusted to ability to pay and therefore hardly 
recommend themselves on grounds of acceptable revenue theory. In 
addition the automatic earmarking of such revenue receipts to their 
administrative departments tends to establish limits to expenditure 
quite out of step with acceptable budget procedure. 

When these shortcomings are added to relative inelasticity of 
such revenues, and thus the inability to adjust them to current needs, 
we are presented with a fairly complete logical condemnation of the 
fee system. Logical or not, however, the fee system is firmly rooted 
in governmental practice and thoroughly established in the fiscal 
experience of the public. In view of the public acceptance and the 
relative unimportance of fees, licenses, and permits in the general 
revenue picture, it is diflBcult to become violently exercised over 
their continuance. But further encroachment upon the field of taxes 
is a different matter, and should be vigorously opposed. 

What we have said above regarding the fee system is not appli- 
cable to the other types of administrative revenues— fines, forfeitures, 
escheats, and special assessments. The fine and the forfeit are based 
upon other than revenue considerations, and so long as those respon- 
sible for the punishment of infractions regard them as satisfactory 
instruments there are slim grounds indeed for the student of public 
finance to recommend their qualification or abandonment. Escheats 
place the state in a position of residual legatee, standing at the end 
of the line when the property of deceased or lost persons is finally 
distributed. Under existing safeguards it is impossible to designate 
anyone who has as good a claim to this position as has the state. In 
regard to special assessments, there are clear grounds for upholding 
the principle that property owners contribute their fair share of the 
cost of improvements which confer financial benefits upon specific 
parcels of property. And the special assessment frequently serves 
as a useful preventive to excessive demands for semi-public im- 
provements. What constitutes a fair share of the cost to be collected 

® Inelastic because of ( a) difficulty of forecasting revenue results with a change 
in fee rate^, and (b) llic fact that the amount of the fee is determined on 
grounds other tiian revenue considerations. 
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from individuals is a problem for administrative determination, 
though the fact should not be ignored that such improvements are 
not solely in the individual interest but to a considerable (and vary- 
ing) degree in the public interest. The public's share presents a 
logical claim upon the general revenues. 

The reader will recognize several reasons why the administrative 
revenues do not lend themselves to counter-cycle adjustment. Being 
minor in amount, variations in rates during the different phases of the 
business cycle can have little effect upon the levels of consumption 
and investment, and therefore on the level of income. Further, since 
there is less coercion in their application than in the case of taxes, 
those subject to the application of administrative revenues are pre- 
sented with a respectable area of voluntary counter-cycle operation. 
Finally, the very nature of most such revenues implies that counter- 
cycle manipulation would vitiate other and more important con- 
siderations. Some exception to these conclusions should, however, be 
stated with respect to special assessments. Programs of public im- 
provements in this class do offer real possibilities for coiintrr-cvcle 
scheduling, (This is an expenditure and not a revenue considera- 
tion.) And since to special assessment payers such levies arc likely 
to be of major proportions, sone elasticity in the sclu^duh' of pay- 
ment should be provided in order to take account of fluctuations in 
income caused by cyclical influences. This would not only affect 
locally the level of expenditure for consumption and investment, but 
would help to avoid tax delinquency problems which have so fre- 
quently embarrassed local governments in periods of underemploy- 
ment and low community income.^ 

" Such a program would call for postponing during depression special assess- 
ment payments on projects already eoinpleted, and probably inert^asing jvay- 
menls during prosperous periods. Sueli aelioii would be dilKenlt uiuler present 
financing procedures whereby issues of special assessment bonds adv ance the 
funds and are to be rej)aid from annual special assessment ct)lleetions. That is, 
it would be diflieult as long as sf'gregation of special asst\ssrnent finance is 
rigid. Were such elasticity proxided, it would imply willingness to refund 
matured special assessnient bonds into general treasury issues in order to 
stretch the life of the debt over the longer period of collections required by the 
postponement of revenue collections. 
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RECOMMENDED READINGS 

Additional reading in the classification of revenues is likely to be of 
little profit. Samples of classification may be found in Lutz, 11. L., 
Public Finance, Fourth edition, N. Y., Appletoii-Ccntury, 1947, Chap- 
ter 10. 


Grants and gifts: 

Sec recommendation under “Grants-in-aid,'’ Chapter 3. 

Administrative revenues: 

Shultz, W. J., Ajuerican P\d)lic Finance, Tliird edition, N. Y., Prentice- 

Hall, 1942, pp. 006-625. 

A textbook discussion. 



CHAPTER 11 


COMMERCIAL REVENUES: 
GOVERNMENT BUSINESS ENTERPRISES 


NATURE OF COMMERCFAL REVENUES 

The commercial revenues of governments are received 
in the form of prices paid by the public for goods and services pro- 
duced by gove*rnment-owned enterprises. These go\ ernment com- 
mercial enterprises exist for the production of goods and services 
which provide specific benefit to users. The goods providing specific 
benefit are not typically by-products of the performance of a general 
governmental function, as in the case of administrative rc*veniies, 
but are the primary products whose production justifies the existence 
of the governmental agency. The goods produced for sale by govern- 
ment may be and usually are “necessary” items of public consump- 
tion. As such, the alternative to sale at a price might be to finance 
production out of gencTal revenues (taxes), and to distribute the 
goods without relation to abilitv to pay for them. The decision lo sell 
rather than to donate these goods results from the ability to identify 
almost completely the benefits they eonff'r with the individuals who 
use them. Where the benefits are pre*pon derail tly individual there is 
strong argument for making their production self-supporting; i.e., if 
the individuals using the goods will not pay their cost there* is strong 
prima facie argument against their production. From the sedling 
point of view there are important “commercial” aspects to production 
and sale, and thus a strong tendency to apply commercial practices 
in this commercial segme'iit of government. 

From the buyer s point of view, government-produced goods are 

254 
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like privately produced goods. He can take them or leave them, to 
exactly the same degree that he can take or leave goods in the 
market place of the private economy. There is nothing inherent in 
municipally produced electric power to distinguish if from the same 
good when produced by a private corporation. State-sold liquor 
is the same as privately sold liquor. The buyer reacts to these 
government-produced goods through the typical rough market place 
calculus which relates utility of the good to its price. If the former 
is at least equal to the latter he will buy; if not he will not buy. Thus, 
specific benefit to the buyer is clearly recognized by him and he is 
willing to pay a reasonable pricf' for it. 

A commercial revenue is tliiis centrally characterized as a quid 
pro quo. It does not follow, however, that government price policy 
is ncccsscirihf identical with that of private industry. For govern- 
ment may ('xc'lude private' entc'rprise from a given commercial field 
and operate the business as a monopoly, with the principal intent 
of receiving mono])oly profit.’ Or government may operate a business 
under conscious policy of selling at less than cost in order to en- 
courage wide utilization of the product. We shall have more to say 
about government price policy later in this chapter. The important 
point to note is that government prices difier from administrative 
revenues and from taxes on grounds of more complete identification 
of the benefit conferred with the amount paid. 

REASONS FOR GOVERNMENT OPERATION OF COMMERCIAL 

ENTERPRISES 

It is important to recognize that purely revenue con- 
siderations are very inlrequenlly of major importance in explaining 
wliy goods are sold by government rather than by private business. 
The reasons for govt'rnment commercial enterprises are almost 
always extra-fiscal. The most usual reasons are related to promotion 
of public welfare— to provide goods which private industry could 
not or would not provide, to provide these goods more cheaply to 

^ The French tobacco monopoly is a case in point, us are state monopolies in 
the retail tlistribution of licpior in the United States. In tlie ciisc of the latter, 
however, the monopoly profit objective may be subordinate to the desire for 
effective control through monopoly operation. 
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individual users than they could or would be provided by private 
industry, or to accomplish needed regulation of production and dis- 
tribution of certain goods. Fundamentally, therefore, public owner- 
ship and operation of commercial enterprises normally arise out 
of the inability of the private profit motive to promote adequately 
the public good. This means that the interests of private owners 
frequently collide with the interests of consumers, and in such in- 
stances government takes over production in the interest of con- 
sumers. 

Ineffectiveness of Rep^idation in the Puldic Interest 
\ Government regulation of public utility entt*rprises proceeds from 
* requirements inherent in the nature of their production and dis- 
tribution that they be local monopolies, from the fact that the goods 
and services they sc'll arc important elements of the standard of 
Jiving, and that th(‘ir operation implies grants ol public privilege. 
Since their services are important in an unusual degree their monopo- 
listic position is fraught with danger to consumers ii thew are left 
unregulated. Consequently elaborate svstems of controlling rates and 
practices have developed. In many localities, however, and for many 
reasons the discussion of which lies outside oiir scope, regulation has 
proved an unsatislaetory safeguard of public interest. In such circum- 
stances pressure for public ownership of the means of production 
and distribution of the service' has been freqiu'ut, resulting in sub- 
stitution of public ownership for public regulation. 

^ Public grievances against private utility concerns ha\ c commonly 
centered around price; overall rates have been thought to be ex- 
cessive, rate schedules have frequently imposed relatively heavy 
burdens on small users, and profits have been considered more than 
ample. In some cases, howevaT, jniblic ownership has been recom- 
mended to improve service. And particularly in the electric utility 
field integration into large systems and the related complications of 
corporate ownership have created confusion in the public mind 
which is conducive to suspicion that the interests of owners are by 
no means identical with thos(' of consumers. 

It is of real significance that local government has entered the 
business field precisely in those areas where public regulation has 
long existed— i.c., electric power, water supply, and to a lesser degree 
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illuminating gas and street railway transportation. The conclusion 
must be that ownership has been thought preferable to administra- 
tive regulation of private concerns in promotion of the public in- 
terest. In industries where monopoly is “natural,” improvement of 
regulation has frequently called for public ownership in place of 
private ownership. Where monopoly is not “natural,” government 
competilion with private enterprise has at times been recommended. 
The use of TVA as a “yardstick” for the measurement of the fairness 
of private electric rates is a case in point. The federal government’s 
Inland Waterways Corporation operates barges on inland waterways 
in competition with private concerns, a purpose of which is to 
establish and maintain reasonable competitive rates. The continu- 
ance of depression-born federal credit corporations can be explained 
partially as a government attempt to force down the price of 
loans from private financial institutions, an attempt which has been 
markedly sneeessful. In 1874 when Congress was searching for 
techniques of maintaining low competitive rates for railroad trans- 
portation, its Windom Committee recommended that government 
purchase and operate its own competing lines. No such plan was 
carried out, partly because severe railroad competition soon accom- 
plished a marked reduction in rates. With the exceptions • noted, 
government industry is principally monopolistic industry. 

Unwillingness of Private Capital to Assume Risk A 
second aspect of the conflict between consumer interest and the 
profit motive is the unwillingness of private capital to venture into i 
fields of production where return is eithrn' questionabk^ or kmg 
delayc'd. The failure of priv ate capital to complete the ]\mama Canah 
was due to inability to gather together suffieient capital to carry the 
project to completion in view of the uncertainty as to its final cost 
and its al)ility to earn a return adecjuate to compensate investors. 
Government, however, could afford to gamble a part of its larger 
resources on a project which promised compensation in national 
security and cheapcT transportation in addition to some financial 
return. In view of its regard for returns in terms of general welfare, 
the risk of inadequate financial returns was of less consequence to 
government than to private capital. 

Many of the federal lending corporations set up during the de- 
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pression years of the thirties were created to make loans which banks 
and other credit institutions regarded as too risky. In depression the 
banks established high requirements for borrowers of mortgage 
capital and for business borrowers who needed funds because their 
assets ^vere largely frozen. And if borrowers could qualify for loans, 
the risk involved made inttMcst rates high. Government’s entrance 
into the lending field at comparatively low interest was possible as 
a part of its recovery program, a program which priv^ate capital 
could not be e\pc‘eled to undertake. 

The function of promoting rural electrification was undertaken 
by the fedtTal government in the middle thirties partlv as a recovery 
project to stimulate aetiv ity in cmistruetion and in the purchase of 
electrical sup]ilies and etjiiipment, partly to reduce labor costs on 
farms, and jiartlv to prov ide to rural dwellers comforts of living 
which had long betai a\ailable to urban residents. The cost of dis- 
tribution of electric powcT to farms in less populous areas had been 
prohibitive undcT private' operation principally because of the heavy 
investment rc‘(|iiired per customer in distribution lines. Government 
undertook the project through locally organized cooperatives and 
through jmblic bodies, lending long-term funds at low interest for 
construction of lint's. The program has made electric power available 
at relativt'lv low cost to millions of farms. Here is a case where 
services were made av ailable by government on terms which made 
electrification of less populous areas possible, and this represents 
government entrance into a commercial field (loans) which to a 
considerable extent private capital was unwilling to enter. 

\ The relative vt'nturesomeness of government capital accounts for 
|the expansion of government commercial enterprises in various fields. 
In many instances the experiments have proved so successful as to 
create later friction between private capital and government. For 
once governmental enterprises were established the investments 
were demonstrated to have been less risky than was anticipated. 
Two recent examples demonstrate this. One notes growing expres- 
sions of feeling among the banks that “government credit agencies 
should be taken out of the banking field.” These agencies entered 
the field to assume risks which the banks would not assume at all or 
that they would accept only at prohibitively high interest. The long- 
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run effect has been to bring about an alteration of conditions in the 
capital markets; banks are now willing to accept these risks at lower 
interest after demonstration that the risks of loss are not as great as 
earlier assumed. The second example is that of rural electrification. 
The success of the Rural Electrification Administration has led to 
fear on the part of the private electric utilities that this area of ex- 
pansion will be permanently closed to them. They have therefore 
proposed an agreement under which certain areas would be de- 
veloped by REA and certain areas by the private utilities. REA has 
refused to enter into such an agreement, on grounds of danger that 
only those sections of the private territory which can afford to pay 
high prices will be developed by the private concerns, leaving the 
sparsely settled and low-income areas unserved in a preserve from 
which government is excluded. Such competition is productive of 
recriminations and bad feeling; it is evident that government can 
(and should) withdraw only on the assurance that private capital is 
in fact willing to accept the risks necessary to provide service on the 
desired scale, and not simply “skim the cream” from the market. 

If further examples are required to demonstrate that areas exist 
where private capital is unwilling to accept risks at nc'cessarily low 
price, goveniment insurance upon the lives of soldiers and sailors in 
wartime is instructive. Private insurers could not have shouldered 
these extraordinary risks except at extraordinary rates Yet the rates 
must be low if substantially complete coverage on a voluntary basis 
is to be attained. With general revenues acting as a reserve for con- 
tingencies, government accomplished broad cov(‘rage at low rates, 
and the broader the coverage the lower the risk per insured in- 
dividual. 

Conflict between the private urge to exploit for profit and the'^ 
public interest to conserve resources has at times justified public 
ownership, with or without public operation. The profit urge is not, 
always consistent with the national security or the orderly exploita- 
tion of national resources. Retention by government of title to forests,, 
selling timber to private producers, has proved far more successful 
in terms of the objective of conservation than has sale of timber 
lands. Likewise, for reasons of national security government has re- 
tained control over certain petroleum and nitrate deposits, on the 
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principle that if left free for private exploitation the more productive 
deposits would be exploited first for commercial purposes and would 
thus be unavailable in a situation of national emergency. 

The threat of public regulation, by competition or otherwise, may 
create an element of risk discouraging private capital investment in 
useful types of production. Even assmniiig that private capital could 
make the necessary investment to operate a nation-wide postal 
system, recognition of government’s interest in maintaining low 
postal rates would be a strong deterrent. For the postal system is 
bound up with the whole governmental function of promoting the 
dissemination of intelligence, and must iherelore in the public in- 
terest maintain rates which \vill expand the siTvice on the broadest 
feasible base. rri\'ate operation would thus inevitably be subjected 
to severe rate regulation, the prospect of which would almost 
ct'rtainly make private inv’(\stment on the reejuired scale unattractive. 
Likelihood of go\’ernmental competition ellectivelv checks private 
investment in commercial parks and playgrounds, toll bridges, and 
similar projects. Generally speaking, where the general bcaiefits to 
be derived from an enterprise are large in relation to the benefits to 
particular individuals, there is probability of governmental regulation 
or competition which so dampens profit anticipations as to discourage 
private investment. 

Sales of Government Surplus Goods Entrance of 
government into certain commercial fields can be aecounted for as 
attempts to dispose of us(‘ful goods through sale rather than to hoard 
the'm or destroy them. Sales of public lands during the nincU^enth 
century are an important example. The nation eame into possession 
of huge areas of useiul lands. These lands could not, under the 
political and economic pliilosophi(*s obtaining, be worked by govern- 
ment or worked by lessees for government. The only possibility was 
transfer to private ownership. Land was sold to settlers (and 
speculators) at low prices and given as subsidies to railroads. It 
could not feasibly have been given away, because this system would 
not have encouraged the type of settlement desired. Furthermore, 
it was reasonable that those who became landowners should pay at 
least a nominal sum for it, and that the proceeds be used to retire 
public debt. In this way the particular beneficiaries of land policy 
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would pay for their benefit, while taxpayers in general would be 
benefited by debt reduction from the proceeds of sale of public 
property.^ 

Government may be required, out of considerations of economy 
or promotion of welfare, to enter competitive business fields in the 
sale of by-products of its other non-commercial functions. For ex- 
ample, TVA was originally planned as a flood control, erosion con- 
trol, and navigation project. Accomplishment of these objectives 
required a system of dams in the Tennessee Valley. With relatively 
small additional investment, power could be generated, part of which 
was useful in development of government-owned nitrate deposits, 
but most of which was available for sale to the public.-^ It would 
obviously be uneconomic not to make cheap power available under 
the circumstances, just as it would be uneconomic to destroy surplus 
war products at the war’s end solely to avoid competition with 
private enterprise. If the goods are useful and available in a period 
or area of need, they should be put to use.** 

Our analysis concludes that government may, and sometimes 
docs, enter into business fields primarily to make profit for itself. 
But this motive has not been strong in the establishment of most 
public industry. The major reasons may be classed under the general 

^ fly tlic i ecliT.il clrbt had been crmiplc'tely retired, uwing in no sm.ill meas- 

ure to leeeipLs from sales ol public lauds. Subserjuent to tliat tiu)(‘, proceeds 
of sides ol public lands were IriTpiently allocated to debt retirc'inc'iit. It has 
bc'CTi (‘stunatt'd, however, tliat there uas’ no nel re\enue reeeived from land 
sah’S, since' total rc'ei'ipts from sales were h'ss than ealeulatcd cost ol original 
go\ ('nuiH'Tit puiehase and administration ol the land pohev. 

^ Much dilb'reiiec' ol opinion has dc'veloped oM'r the order in which these v.arious 
nbjecti\i'S appe.ired. T\'A insists that powc'r production is a In -product of 
flood eoiiLrof, erosion control, .ind na\ igation l.ieilities. The pnA ate utilities in- 
sist that pioduetion of chi'ap power was the paramount objeeti\e, clothed in 
the ri'spc'ctable raiment of gc'iu'ral wt'llari* in terms ol flood control, etc. II, as 
appears tiue, power is the b^ -product and not the prineip.d product, and the 
costs ol its production are calculated simply as the additional costs incurred 
for its production, rate's which will co\ er these additional costs cannot ac- 
curately be used as a “yardstick” to measure the reasonablc'ness of rates 
charged by private' concerns whose primary and only proeluet is power. 

^ It happens that TVA peiwcr historically is a bv-product. flut ewen if it were 
neit, and gove'rnnu'iit we're to dt'\ elop chc'ap power for no otht'r re'ason than 
to utilize natural resource's lor the public good, its entrance into a competitive 
field could be justified in circumstances under which private capital was un- 
willing or unable to exphiit those resources in the public interest. 
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heading of conflict between the profit motive and the public interest. 
This conflict may produce government ownership in place of private 
ownership because of unsatisfactory public regulation of prices, 
profits, or service. Or it may produce government ownership and 
operation because of unwillingness of private capital to engage 
in production of desired tilings. Finally government may more or less 
accidentally enter a commercial field because it finds in its possession 
goods and services which society wants and for which individuals 
should pay because their benefits are largely individual and the 
society should not be required to furnish them gratis. 

BUSINESS ENTERPRISES OF THE FEDERAL GOVERNMENT 

The area in which federal governmental business enter- 
prises operate is interstate or international. Where government busi- 
ness is of a character which requires uniform operations within the 
various states, federal administration is almost inevitable. (The 
reader should not interpret the statements above to mean that all 
interstate and international business is or must be carried on by the 
federal government; ratlier, govcrniiicnial business enterprises whose 
operations arc interstate or international require management by 
that government whose powers arc coextensive with the commercial 
area involved.) 

The postal system and the Panama Canal are the two federal 
business enterjnises which most frequently come to mind. This is 
largely because they are the oldest in continuous service. The former 
enjoys th(' status of a federal department, while the latter is under 
the cognizance of the Secretary of War. Both, although they sell 
services at a price, contain very large elements of general benefit 
and thus reflect the meager extent to which earlic^r government 
philosophy justified entranee into commercial operations. 

Marked expansion of federal commercial enterprises took place 
after 1931, and again during World War II. During depression many 
federal corporations and ‘"administrations” grt'w up to act as lenders 
of cheaply-borrowed government funds to individuals and businesses 
requiring liquid funds at attractive rates in order to check further 
deflation, or to guarantee such loans when made by private financial 
institutions. Loan agencies and loan-guaranteeing agencies were set 
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Up to assist in the financing of agriculture, electric power coopera- 
tives, imports and exports, housing, banks, railroads, and many other 
business fields. The commercial enterprises of the federal govern- 
ment which developed during the thirties overshadowed earlier 
corporations in importance, and thus characterized federal business 
enterprises as predominantly credit enterprises. During World War 
II the new business corporations created were given responsibility 
for promotion of production in many lines, accumulation of reserve 
supplies, and vital wartime construction. On June 30, 1945, the 
following government business corporations with assets of over one 
hundred million dollars each were in operation.”' Date of origin is 
given in each case, and the postal system and Panama Canal are 
excluded. 

Under Cognizance oi Foreign Economic Administration: 

Export-Import Bank of Washington (1934) 

Unitc'd States Commercial Company (1942) 

Under Cognizance ol the De])artment of Agriculture: 

Banks for Cooperatives^’ (1933) 

Fed(Mal Internu‘diale Ciedil Banks (1923) 

Fed('ral Jaind Banks’’ (1910) 

Produelion Ca(‘dit Coiporations (1933) 

Commodity Credit Coiporatitm fl933) 

Farm Ck'edit Administration (1933) 

Farm Securitv Administration (1937) 

Federal F"ann Mortgage Corporation (1933) 

Bural I3ecti ificatioii Adiniiii.stration (1935) 

Under Cognizance ol F(*deral Loan Agenev: 

Reconstructiini Finance Corporation (1932) and These of its 
Afliliates: 

Deftnisc Plant Corporation (1910) 

Defense Sujijilies C]f)iporation (1910) 

Metals Res'cne Company (1940) 

Rubber Reserve Company (1940) 

War Damage Coi-poration (1941) 

Under Cognizance of National Housing Agency: 

Federal Home Loan Banks'^ (1932)" 


Annual Report of the Sccrcinrtf of the Treasury, 1945, pp. 645-57. 
Capital funds partially lurnishcd frnin prixMte sources. 
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Savings and Loan Insurance Corporation (1932) 

Home Owners’ Loan Corporation (1933) 

Federal Public Housing Authority (1941) 

Federal Housing Administration (1934) 

Independent Agencies: 

P’cdcral Works Agency (1939) 

Federal Deposit Insurance Coq^oration (1933) 

United States Maritime Commission (1936) 

Smaller War Plants Corporation (1942) 

Tennessee Valley Authority (1933) 

War Shipping Administration (1942) 

A longer list of smaller federal corporations and commercial 
agencies could be presented. The business activities of government 
extend into many fields, and the amount of business done is im- 
pressive. In the fiscal year 1941 postal revenues amounted to slightly 
over 800 million dollars, Panama Canal receijits were 20 million 
dollars, and receipts of other federal public service enterprises 
(almost exclusively credit agencies) were about two-thirds billion 
dollars. Together these total 1,491 million dollars.'* In addition, to 
arrive at a total ol commercial revenues for lh(‘ year we must add 
the receipts to the Treasury from rents and royalties, mint receipts, 
interest and dividends, and sales of government property and 
services. These are estimated at 125 million dollars,^ and give an 
approximate total of over one and one-half billion dollars of com- 
mercial revenue receipts of the federal government in 1941.'^ I’his 
compares with federal tax receipts of almost eight billion dollars 
in that year. 

^ Capital funds partially furnished from private sources. 

U. S. Bureau of Census, Financirif^ Federal, State, and Local Governments: 
1941 , 1942, p. 43. 

® From Annum Report of the Secrcianj of the Treasunj, 1941, pp. 66f)-7S. The 
figures cannot he lakf’ii over dm^elly Ircnii llie reported figures heeause of the 
likelihood of double eounting. l"or instance, interest paid to tlie Treasury by 
RI'C on RFC bonds held by the Treasury should not be counted as receipts to 
RFC and again to the Treasury. The items excluded from totals make the 
miscellaneous receipts as interest subject to estimate. Nevertheless the amount 
involved is small. 

® The reader is reminded that these are gro.ss and not net revenues, and are 
therefore comparable with figures of revenues from taxes, administrative 
revenues, and grants. 
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BUSINESS ENTERPRISES OF STATE GOVERNMENTS 

Revenues from state-owned and operated public serv- 
ice enterprises amounted to approximately 10 million dollars in 
1932, or less than one half of one per cent of total state revenues.^® 
In 1942 these revenues had increased to something over four hundred 
million dollars/^ which in that year represented approximately 6 
per cent of total state revenues. These figures show two facts which 
require explanation: (1) the extreme unimportance of state enter- 
prises until quite recently, and (2) the striking increase in im- 
portance since 1932. 

It is not difficult to sec why state enterprises were unimportant 
in earlier years. State government is too far removed from those im- 
mediate and local situations which may create governmeTital enter- 
prise to meet local needs. Since local governments are in effect 
administrative arms of the state, they tend to assume the respon- 
sibility for providing local services, while tht' function of state 
gove^riiinent becomes more and more that of encouraging uniformity 
of practices among local governments. At the same time the scope of 
state government is not broad enoiigli to embrace the larger regional 
or national field. The furnishing ol goods and services generally re- 
cjiiires administration in an area broad enough to be interstate, or 
in an area narrow enough to be better performed by local govern- 
ment. Ill short, state boundaries frequently are not identical with 
market boundaries. The commercial activities ot state governments 
are almost exclusivity confined to those intra-state and inter-local 
enttTprises whicti are auxiliary to the performance of general state 
functions— /.e., regulation of the liquor traffic or the operation of toll 
bridges on the state highway system. There arc minor instances of 
ferries, irrigation projects, port facilities, and the like. 

The marked increase in state eommercial revenues between 1932 
and 1942 is accounted for almost entirely by the introduction of 
alcoholic beverage monopoly systems in sixteen states after repeal 

Bureau of tlie Census, Financing Federal, Staic, and Local Governmenis: 
1941, pp. 44, 46. 

“ From Bureau of the Census, Slate Finances, 1942, pp. 77, 78. The figures 
are incomplete, as they do not include certain minor public service enter- 
prises. 
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of the Eighteenth Amendment in 1933. Most states allowed the dis- 
tribution of alcoholic beverages by private concerns, under stringent 
regulation and heavy taxation. Those which set up state monopoly 
systems undoubtedly made their decisions to do so largely on the 
belief that regulation would be most effective by that method. On 
the other hand, the expectation of monopoly profit was certainly not 
ignored. In 1942 the net income of these sixteen systems was almost 
23 percent of sales and amounted to $S4 million. Total receipts 
from sales of liquor by state liquor stores were $369 million, or 
about 90 per cent of reported receipts from all state enterprises. In 
spite of the incompleteness of reported figures, the conclusion that 
state business is principally liquor business is justified. 

BUSINESS ENTERPlllSKS OF LOCAL GOVERNMENTS 

Useful statistics of public service enterprises of local 
governments are collected only for cities with population over 
25,000. Any statistical picture will therefore be incomplete, since 
these 397 cities coiitainly only two-fifths of the population of the 
nation. The operating revenues of public service enterprises within 
these cities are given in Table 22. 

TABLE 22 Operating Revenues of Public Service Enterprises of 
397 U. S. Cities Over 25,000 Population, 1944 

TYPE OF ENTEUPRISE NUMBER OF C:iTU.S OPERAl’lNC R1 A ENUES 

($ niiUimi.s) 


Water Supply Systems 321 299.8 

Transit Systems 13 206.6“ 

Electric Light and Power Systems 51 136.6 

Gas Supply Sy.stcms 14 26.3 

Port Facilities 31 19.8 

Airports 80 3.7 

Other (Bridges, Railroads, Ice Plants, 

Radio Stations, Steam Heating, 

Canals, Tunnels) 9.9 

Total 702.7 


“ This total is given undue importance in the table by the fact that operating 
revenues of the New York Transit System alone account for $125.2 million. 

State Finarwes, 1942, p. 77. 

From City Finances, 1944, p. 97, 
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The total operating revenue from these enterprises ( $703 million) 
may be compared with tax revenues of the same group of cities of 
approximately two billion dollars, showing a considerable degree of 
commercial contact between the citizen and his local government. 
The two fields of widespread local government business enterprise 
arc those of public water supply and the generation and distribution 
of electric power. Water supply systems lend themselves to public 
own(*rship and operation for several reasons: sources of supply are 
frequently a part of tli(‘ public domain; operation and administration 
are essentially simple; readiness to serve increasing municipal 
population Irecjuently requires recourse to distant sources of supply 
at higher cost, while rates may not be allowed similar increase; 
purity of water supply requires close supervision and constant check 
by public health authorities; the product is an absolute necessity, 
urging public policy designed to encourage widespread use by all 
income classes; its distribution and the exploitation of distant sources 
of supply may require the right of eminent domain. 

Generation and distribution of cleitricitv are not so clearly a 
“natural” public function. In this field the growth of public systems 
has largelv taken place through the displac(‘mpnt of j)rivate firms— 
by public purchase of private plants. In such cases public ownership 
has almost always resulted from dissatisfaction with rates under 
private operation and public regulation,^ * At the same' time, develop- 
ment of huge power resources by the federal government since 1930 
has given a remarkable stimulus to public ownersbip of distribution 
systems. Federal policy has been consistent in granting priorities in 
the purchase of wholesale electric power from its projects to munic- 
ipal svsteins and to cooperative enterprises. Thus, availability of 
low-cost federal jiowcr has encouraged both the purchase of private 
local distribution systems by municipalities and the construction of 

La Guardia administraliim accoinpli.slicd electric rate reductions in New 
York City by threateninu; to construct a city system in competition with the 
private sy.stcm when rate reduction through the state public utility commission 
appeared impossible. Such competition would, in most cities, be highly un- 
economic, since it would duplicate by extremely heavy investment existing 
distribution lines already capable of providing adequate service. Thus in al- 
most all cases, if public ownership is to supplant private ownership eco- 
nomically, the existing system should be purchased by the public. 



268 GOVERNMENT COMMERCIAL ENTERPRISES 

new systems in communities not previously served with electricity. 
In cases of the latter, construction has been materially aided by 
federal loans at low interest, principally by WPA and by the Rural 
Electrification Administration. 

It must not be assumed that public ownership of electric lif^ht 
and power systems is yet really widespread. Table 22 showed that of 
897 cities of over 25,000 population, only 51 were served bv publicly 
owned systems in 1944. John Bauer estimated that in 1939 about two 
thousand municipalities (of all sizes) were served with public 
power, and that only almut 7 per cent of total electricity sold 
was sold by municipal systems.^-'’ The significance of public owner- 
ship, however, is not fully indicated by these figures. Though small 
at present, a persistent trend toward substitution of public for private 
power has been e\ ident. The rate of substitution accelerated during 
the thirties, principally under encouragement from federal projects. 
Local government revenue from public service enter])nses in the 
states of Kentucky, Tennessee, Alabama, and Mississippi increased 
173 per cent between 1932 and 1941, as against an average of 71 
per cent for local governments throughout the country This un- 
usual gain was due primarily to increased revenues from municipal 
electrical utility systems in the area, which, in turn, were encouraged 
by TVA. 

Marked expansion of municipal industry in the future can hardly 
occur in the field of water supply, approximately 90 per c ent of that 
field being already publicly owned and operated. Expansion of 
municipal commercial activity in local transportation is possilile only 
in those large cities requiring mass transportation facilities. It would 
appear that any marked substitution of public systems for existing 
private systcmis would occur only if the inroads of the private auto- 
mobile upon the demand for street railways, busses, and subways 
become so great that existing private investment in those lines be- 
comes critically unprofitable. In such a case local government might 

John Bauer, “Public Ownership of Public Utilities in the United Stales,” in 
The Aiinah of the American Academy of Political and Social Science, Janu- 
ary, 1939, p. 50. 

Bureau of the Census, Financing Federal, State, and Local Governments: 
2941, 1942, p. 45. 
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be required to take over in order to provide a necessary service. Of 
the remaining types of public enterprise listed in Table 22, only 
airports and electric systems show substantial promise of growth. 
Airports will undoubtedly become much more widespread; growth 
is likely to be largely under municipal auspices both because of 
desire of the city to provide local facilities for air transport without 
waiting for private exploitation and because provision of land area 
close to the city often involves the power of condemnation. Federal 
assistance, both with capital and with cheap wholesale power, com- 
bined with growing dissatisfaction with rates under public control, 
suggest continuation of a slow trend toward public ownership of 
electric systems. Among possible new fields of government enter- 
prise, provision of housing lacilities by municipalities shows real 
likelihood of attaining an important position. 

DETERMINATION OF PUBLIC PRICES 

Without entering into the intricacies of the matter, 
prices of privately produced goods in the market tend to represent 
both the utility of the good to the marginal buyer and its average 
cost of production plus a profit to the producer. The j^osition of the 
buyer of government-produced goods is not dilferent from that of 
the buyer of privately produced goods. He is urged to buy only by 
the utility of the good; if it is not worth its price to him he is free 
not to buy. It is true, of course, that the commercial fields into which 
government has entered are those which produce goods of wide 
usage. They constitute principally “necessarv” goods of high utility, 
leaving little room for consuiner choice as to whether at least some 
quantity will be purchased. But although “necessary” goods have 
highly inelastic dtanand for small quantities, the demand may be 
highly elastic for quantities beyond the minimum required. We are 
safe in concluding that the buyer is no more coerced to buy govern- 
ment-produced goods than he is to buy privately produced ‘neces- 
sities,” such as bread, meat, gasoline, and medical services. 

Supply prices— prices at which various quantities will be offered 
by sellers in the market— may be determined quite differently by 
private industry than by government. Private industry must, in the 
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long run, receive prices which will cover total costs (including 
taxes) and provide sufficient net return to attract sufficient venture 
capital. Government, one the other hand, may allow extra-com- 
mercial considerations to enter into determination of its supply 
prices, aiid is constrained at all times to conduct its operations with 
a view to promotion of general welfare. For these reasons govern- 
ment monopoly prices may be at a level above those which would 
be charged by competing private firms, though more frequently 
prices arc comparatively low because government does not intend 
that the enterprise shall be self-supporting. 

Arguments concerning private versus public enterprise frequently 
ignore this fact, in implying that public entt'rprise can justify its 
existence only when its receipts cover its costs and contribute to the 
gciKTal fund amounts which arc substantially equal to what private 
enterprise would c(jntribute in taxes. The implication is that public 
business must be as efficient as private business in icrnis of private 
business objectives. A public business enterprise which operates at 
a loss may well make contributions to community income through 
cheap water, cheap electricity, cheap transportation, cheap loans, 
or cheap postage far in excess of its operating deficit. But even if 
it does not, it may accomplish comniimily wellare through its enter- 
prise which it is a go\aTn]neiital respfmsibility to promote. For many 
reasons it is a ch'sirable general rule that government commercial 
enterprise be sell -supporting, although departure from llu' general 
rule must be liberally allowed when extra-business considerations 
are important. There is general willingness to ha\e efficiently run 
government enterprises opcTate at planned losses. However, the 
prices which produce such losses should evidently not be used as a 
‘yardstick'’ to mcasurci the reasonableness of prices charged by 
privately owned enterprises operated at a comparable level of 
efficiency. 

The interests of government are inevitably broader than those of 
private enterprise. The consecjuence to cost calculation of broader 
public interest is that almo.st every government-produced good is 
more than one good— it is a good providing individual utility to the 
buyer, while at the same time providing utility to the community 
in terms of more general welfare. The second is normally regarded 
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as a by-product of the first,' and although there can be no exact 
science of allocating joint costs among multiple products, it is logical 
that the by-product bear some share. It is upon this type of analysis 
that operation of some public industries at less than cost (the re- 
mainder to be made up by the general fund) can be justified. It 
follows, however, that no such justification exists for long-run opera- 
tion of private business at less than cost, since no outside source of 
revenue— comparable with taxes— exists for it. 

The allocation of a share of costs of production to society in 
general, by covering deficits of commercial enterprises from tax 
receipts, results in subsidies to consumers of the product. On the 
other hand, government price determination frequently involves 
subsidies to producers through artificial additions to price. Financial 
assistance to civil aviation has been given through intentional over- 
payments to carriers of air mail. Ocean mail contracts have included 
elements of subsidy to shipping. These subsidies are considered as 
items of cost of operating the postal srvice, and when postal revenues 
equal postal expenditures, the subsidies are paid by purchasers of 
postal service. 

We have pointed out that government price determination may 
differ from that of private business by differences in factors in- 
fluencing supply price. In analyzing the factors which may make 
government cost different from that of private enterprise the im- 
pression may have been given that public enterprises typically are 
not self-supporting. Such a generalization cannot fairly be made. 
Public water supply systems are typically self-supporting, as are 
municipal electric light and power systems and most other municipal 
enterprises. In the narrow field of local transportation the record is 
spotty, the outstanding example of operation at less than cost being 
that of New York City. In the area of state enterprise, liquor 
monopolies have profited well, while other minor enterprises have in 
general made an acceptable financial record. 

Among federal enterprises the postal system has consistently— 

If community utility were considered tlic principal product and utility to the 
individual the by-product, tlie service would likely be distributed free as a 
general governmental service, or at nominal administrative charges imposed 
upon contact with benefited individuals. 
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except during war— operated at a deficit during recent times. This 
has been due principally to the introduction of subsidies, not only to 
carriers but to third class mail (principally magazines and news- 
papers), and to free mailing service for government departments. 
Both of these contributors to deficits are evidently non-business costs. 
The Panama Canal has through its history by no means repaid its 
money costs for constructioiL maintenance, operation, fortification, 
and interest, in direct revenues. Its military character, however, 
places it far outside the eatc'gory of pure commercial entcTprise, 
though its present value as a going concern would, in any business 
accounting sense, he at least equal to its eonstruction cost, and 
thereby justifv the conclusion that as a business enterprise it has 
been reasonably successful. Of the many governme^nt corporations 
created more recently no simple generalizations can he made. Some' 
were set up as corporations for purely administrative reasons, with 
no intention that they be self-supporting. The Commoditv Credit 
Corporation, for example, at the end of fiscal 1946 had an accumu- 
lated earned deficit of 2.1 billion dollars.^'' The Corporation was not, 
howeyer, establishc'd as a self-supporting enterprise but rather as an 
agency of government to administer subsidies, primarily to agri- 
culture. Price-supporting activities are essentiallv r(‘li(4 activities, 
which are not by nature self-supporting. Most other federal corpora- 
tions which have built up large earned deficits are in the same 
category of organizations created to administer subsidies or to 
provide necessary war materials the developnuMit or acciunnlation 
of which would not be undertaken hy private concerns. On the 
other hand, some corporations have been financially suc'cessful, evem 
though they were created to enter fields of risky enteqirise. The lie- 
construction Finance Corporation had, hy the end of fiscal 1946, an 
earned surplus just over one-half billion dollars. Other enterprises 
with outstanding earned surplus are the Federal Land Banks, the 
Intermediate Credit Banks, and the Farm Mortgage Corporation. 

Our interest here is not to discuss the perennial question whether 

Anmial RepoH of iJic ^ccrclanj of ihc Treasury, p. 587. 

Those cuqioriitions witli liirgc dcficils inclucle: FechTdl (]rop Insuranrr Corpo- 
ration, Defense Plant Corporation, Defense Supplies Corporation, Metals Re- 
serve Company, Rubber Reserve Company, U. S. Cmmereial (Company, Rub- 
ber Development Corporation, and the various housing corporations. 
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private or public industry is more efficient or productive of the public 
good. We have limited ourselves to a description of the fields from 
which price revenues are received, and have indicated general 
reasons why government is found operating in certain commercial 
fields. Consideration of the principles of public price determination 
leads to the conclusion that wlien government enters a “commercial” 
field— producing goods and services for sale— many extra-com- 
mercial influences may enter. To the extent that these influences do 
enter, more or less disparity between public and private prices may 
result. Any attempt to compare the efficiency or desirability of public 
operation with private should begin by analyzing similarities and 
differences in the goods and services sold, to determine whether a 
real basis for comparison exists. 
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CHAPTER 12 


TAXES: 

ALLOCATION OF TAX BURDENS 


Seligman’s definition of a tax as “a compulsory con- 
tribution from the person to the government to defray the expenses 
incurred in the common interest of all without reference to special 
benefits conferred,” ^ will serve well as a starting point in our con- 
sideration of the nature of taxes. Compulsion is a general charac- 
teristic of taxes, though this compulsion may be subject to qualifica- 
tion when, for instance, a tax is applied to the sale of one good while 
sale of a competing good is tax-free. A special tax upon the sale of 
oleomargarine while sales of butter, lard, and vegetable shortening 
are untaxed leaves a large area for tax-avoidance which is not entirely 
consistent with the notion of compulsion as a tax characteristic. 

The implication that taxes are or must be used exclusively for 
common benefit without reference to special benefit is, in marginal 
cases, a too narrow prescription. It would be difficult to argue that 
tax deductions from workers’ weekly pay for old-age annuity 
purposes are entirely “without reference to special benefits con- 
ferred,” especially when the amount of such taxes is based upon 
actuarial calculations. On the other hand even this example may lead 
to an impatience with the definition in terms of general benefit which 
overlooks the large element of “common interest” involved in old-age 
security (maintenance of a high level of consumption), the con- 

^ E. R. A. Seligman, Essays in Taxation, 10th ed., New York, Macmillan, 1925, 
p. 432. 

274 



ALLOCATION OF TAX BURDENS 275 

tributions of employers to the plan, and the fact that normally some 
of the employer s contribution and some of the employee’s con- 
tribution is eventually passed on to the buyers of products. 

A rewording of Seligman’s definition, changing “without refer- 
ence” to “with little reference,” would give a definition of a tax 
which leaves small room for exception. The important facts are 
that taxes are essentially coercive and that they are collected as 
general funds to be budgeted among the various governmental 
functions. The earmarking of particular taxes for particular functions 
(e.g., gasoline taxes) short-cuts normal budget procedure, but does 
not change the nature of the tax as a general contribution. As govern- 
mental functions expand there are inevitably services undertaken 
primarily for segments and not the whole of society, and a con- 
sequent tendency to designate as new classes of taxpayers those who 
can be identified with benefits from the new functions. Some social 
security taxes demonstrate this tendency, as do gasoline taxes and 
some business taxes. 

Revenue Importance of Taxes In terms of financial 
contribution, taxes arc by far the most important of the various 
classes of revenue receipts at all levels of government in the 
United States. In 1941, 94 per cent of federal revenue receipts 
were produced by taxes; among state governments the propor- 
tion was 78 per cent, and among local governments 65 per 
cent.“ Other than taxes, the major type of receipts for state and 
local governments was grants from other governments. The figures 
thus have real meaning only as related separately to each level of 
government; an over-all percentage for all governments would in- 
troduce double counting, as some part of grants to governments at 
lower levels is duplicated in tax revenues to governments at higher 
levels. Thus, a part of revenue received by the state governments was 
originallv tax revenue to the federal government, and the major part 
of grants to local governments was first tax revenue to the states. It 
is evident, however, that a study of public revenues requires 
principal attention to the most important class of such revenues— 
i.e., taxes. 

Computed from Bureau of the Census, Financing Federal, State, and Local 

Govenunents: 1941, 1942, p. 22. 
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Revenue Importance of Particular Taxes A pre- 
liminary view of the pattern of tax distribution is given in Table 23. 
We shall have mucli more to say on this subject as we study in- 
dividual taxes in subseep lent chapters. The table indicates roughly 
the decisions ol governnu'iits at dillerent levels as to appropriate 

table 23 Proportionate Re^vemie Contributions of Classes of 
Taxes, U. S., 1941 

(% of total TAX revenues of each type of government) 


TAXES ON : 

FEDERAL 

STATE 

LOCAL 

TOTAL* 

Net Income of Individuals 

18.1 

5.2 

ii 

9.7 

Corporation Net hieoinc 

26.4 

4.2 

b 

13.2 

Inheritance, Estates, Gifts 

5.2 

2.7 

b 

3.1 

Property 

00.0 

5.5 

91.7 

26.4 

Specific Businesses 

2.4 

11.6 

3.9 

5.3 

Imported Goods (Customs) 

5.0 

0.0 

0.0 

2.3 

Sales 

29.9 

40.5 

2.3 

25.3 

Payrolls 

12.7 

20.0 

ii 

11.2 

Other ^ 

0.3 

10.3 

1.9 

3.5 

Total 

100.0 

100.0 

99.8 

100.0 


“Includes $140 million tax revenue of territories and island possessions ex- 
cluded from Ollier columns. 

^ Negligible. 

Includes some license receipts not properly included in tax revenues, 

distribution of contributions among various classes of taxpayers. 
Upon what basis have governments arrived at these decisions? How 
acceptable are the decisions in terms of application ol the principle 
of ecpiily among taxpaycTS, productivity of the tax system, and the 
effects upon the level of national income? These are questions on 
which tax theory must offer guidance, and constitute the problems 
with which we shall deal in the remainder of this chapter. 

OBJECTIVES OF lAXATION 

The time-honored objective of taxation is to raise 
revenue. Although government is not limited to the use of taxes for 

^ Computed from Bureau of Census, Financing Federal, State, and Local Gov- 
ernments: 1D41, 1942, p. 22. 
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revenue purposes alone, this objective has generally been uppermost. 
The introduction of new tax measures, or the “strengthening” of 
existing measures, means in most cases an increase in government 
income, to finance normal expansion of governmental activity. Ad- 
justments in existing tax measures to provide a greater degree of 
equity among taxpayers have frequently come about slowly if 
at all because of the decline in revenue productivity which such 
adjustments often entail. Although the ease of borrowing frequently 
softens the desire to tax in order to pay current expenses, there is 
little reason to expect that the revenue objective will seriously 
diminish in importance in the future. 

A second objective of taxation may be that of regulation or 
control. This is “sumptuary” taxation. Although technically the term 
‘sumptuary” refers to the regulation or control of private ex- 
penditures, in public finance usage it has come to represent all extra- 
revenue objc'ctives of taxation. The protective tariff is a revenue 
measure in the sense that it does produce governmental revenues, 
but in the United States its particular objective has historically been 
to limit imports of various products. The practice of governments of 
imposing high consumption taxes upon liquor and tobacco can be 
partially exj^^iiiied by a desire— at least in the early stages— to dis- 
courage use. The taxing out of existence of state bank notes during 
th(^ Ca\ il W.ir, the aborti\'e attempt to eliminate' child labor bv heavy 
taxation of the products ol child labor, the im])osition of dis- 
criminatory special business taxes upon chain stores, and various 
tax barriers to the sale of oleomargarine, are' examples of the use of 
what had traditionally been rexenue measures for non-revenue or 
sumptuary purposes. 

Tlie question naturally arises why revenue tools should have been 
frequently used to aecomplish the regulatory purpose. The most 
ready answer is to be found in the fact that use of re\ enue tools may 
accomplish regulation while at the same time serving a revenue 
purpose. A seeond explanation lies in the easy availability of tax 
machinery, while direct regulation would require establishment of 
new regulatory agencies. In the cases of some sumptuary taxes one is 
forced to the conclusion that regulation was desired through subter- 
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fuge— the desire to regulate or prohibit traffic in certain goods with- 
out implying that the principal objective was, in fact, regulation 
or prohibition. 

It has frequently been argued that the regulatory function 
should be administered directly by regulatory agencies, and not by 
fiscal measures. As a general rule this appears sound. For the mixture 
of revenue-collection and regulation may well mean that neither 
function is administered as well as it might be. In addition, limita- 
tions upon purchase which are imposed through price-increasing 
taxes make the limited goods available only to those who can a fiord 
them. We are not concerned here with matters of trade policy. 
Whether or not it is economic to restrict imports into the nation or 
into a stale or community lies outside the scope of our present study. 
But if some such policy is being followed, we are interested in the 
question whether it should be administered through direct pro- 
hibitions or quotas or through tax laws. In general, direct regulation 
is indicated except in those instances where a genuine revenue con- 
sideration is present. In such instances the treasury must sc^t up 
machinery lor tax collection, and may, with little additional effort, 
administer regulatory laws. 

The third objective of taxation is in fact an extension of the 
second. When the sumptuary moti\e is expanded to the point where 
it refers not to the flow of a single good, but to the flow of national 
income, alternative methods of accomplishing the objective are not 
present. We know that tax(\s, which transfer income from indiv'iduals 
to government, are capable of altering the pattern of private* con- 
sumption and investment, and thus of the level of national income. 
At a given level of incomes, tax(‘s which are add(‘d to price tend to 
discourage purchase. Likewise those taxes which are taken from sur- 
plus income and thus not added to price reduce funds available for 
private consumption and investment. This all suggests that govern- 
ment’s objective in using its tax measures may well be primarily 
regulation of the levcd of income and not the production of treasury 
revenue. In low income periods the national income necessity for 
heavy expenditures and light taxes clearly subordinates revenue 
objectives to sumptuary objectives. Similarly, in periods of threatened 
inflation at the full production level, public policy calls for heavy 
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taxation and a minimum of spending, the principal fiscal objective 
being sumptuary. It is clear, therefore, that national income objec- 
tives, as they relate to taxation, frequently call for policy which is 
directly opposed to that which would normally be pursued if the 
revenue objective were paramount. 

A small group of economists, led by Mr. A. P. Lerner, carries this 
conflict ill objectives to the extreme point where revenue considera- 
tions are ignored completely. They insist that public finance must 
be “functional finance,” in which every other consideration must 
give way to that of maintaining an adequate level of national income. 
On the side of taxation functional finance takes the position stated 
in the following quotation: 

The effects lliut the government should consider are primarily the 
effects on the public, in whose inteix\st the government is supposed to be 
acting. The effects on the government are always relatively unimportant. 

. . . For example, two effects of any tax payment are that the tax- 
payer has less money and that the government has more money. The first 
of these efleels is important, so that the tax should be imposed if there is 
a good reason for wanting the taxpayer to ha\'e less money. The effect 
upon the government, namely that the go\’ernment will have more money, 
is not important because the govcMiimcmt can always get more money 
(juite easilv without improverishing any taxpayers. . . . 

From this it follows that taxes .should never be imposed simply be- 
cause the government needs money. Economic traTisaetions, . . . should 
be taxed only when it is thought desirabUi to discouiage these transactions. 
Individuals .should be taxed only to the extent that it is desired to make 
the taxpayer poorer.'* 

I'his extreme view assumes that pid)lic debt i.s bnrdenless, or at 
least that the burden of debt at a level ol fidl employment will 
always be so light as to make it inconsequential in relation to tax 
burdens. At the same time, this view appc'ars to postulate so little 
vigor ill the private economy as to imply that full employment can 
seldom be attained against the barriiT of a constant, reasonable level 

'‘A. P. Lernor, “An Integrated Full Employment Policy,” International PosU 
uar Proldcms, Quarterly Iteview of the American Labor Conference on In- 
ternational Affairs, January, 1946, p. TO. The same position is taken in Lemer, 
The Economics of CUmtroL New York, Macmillan, 1946, pp. 307-8. 
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of taxation. Truly there are limits (but not fixed throughout the 
cycles) beyond which taxation will force national income below a 
desired level. But are these limits so low that over a complete busi- 
ness c)^cle or a series of eycles the budget cannot be balanced, or 
nearly so? 

The more moderate, though liberal, view concludes that taxation 
(and spending) should follow constructive counter-cycle policy; 
z.e., that sumptuary objectives of taxation are of great importance 
and should, in general, take precedence over revenue objectives. 
On the other hand, however, the revenue objectives cannot be dis- 
missed, both because debt is not burdenless and because full em- 
ployment can be attained against the obstacle of a reasonable 
“nonnar' level of taxation. Certain governmental functions must be 
maintained year after vear whether the current level of national 
income is high or low. The question is, should these functions be paid 
for by borrowing exeept in those periods when the budget is ac- 
cidentally balanc('d because anti-inflationary policy calls for taxation 
to take income away from individuals? 

Government has a rightful claim upon the income of individuals. 
It has in the past chosen to exercise that claim unwisely in terms of 
the business cycle— both increasing and decreasing tax rates at the 
wrong times. This lias Ix'cn due principallv to the exaltation of the 
revenue objective in taxation. The adoption of eounter-eycle sump- 
tuary objectives need not mean renunciation of government’s right 
to a share of individual income or relegation of the revenue ob- 
jective to a position ol insignificance. In the short run tin* com- 
pensatory objecti\'es will be supreme, while revenue objectives 
justify a norm of taxation for revenue purposes, to be departc^d from 
when the exigei:cies of cyclical fluctuations in income require it. 

allocation of tax burdens 

We now proceed to a consideration of principles which 
will guide in the construction of particular tax measure's and of an 
over-all tax system. This implies lioth the st'lection of tlu' types of 
taxes to be used in prefertmee to other possible types and the 
determination of the amounts which different individuals should 
contribute under a given tax. 
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Two Fundamental Considerations Before entering 
further upon tax theory it will help to clarify our thinking and to 
avoid pitfalls if we emphasize two basic facts. They are: 

1. All taxes are eventually paid out of income, and in the last 
analysis out of the income of individuals. The only exception to 
this general izatioji is that when taxes exceed income they must 
be paid out of capital. 

2. Many taxes do not finally rest upon the person upon whom they 
are first imposed. 

The significance of the first lies in its ability to simplify what at 
first glance is a highly complex picture. It enables us to see that by 
whatever route it follows, a tax must finally transfer individual in- 
come to government. It makes possible generalization in terms of 
the flow of economic income and therefore of the larger aspects of 
the economic effects of particular taxes. F'urther than this, if we 
st‘e that in a private property economy all income is finally individual 
income, wc are in a position to detect and avoid discriminatory 
multiple taxation of a given individuars income.'* 

RecogirLion that the burden of a given tax does not necessarily 
fall upon the person who originally pays it will help us to avoid 
logical errors in analysis of the burden of ]')articular taxes. Superficial 
assumption that tlu' pCTson who writes the check to the treasury is 
necessarily tlu' person who bears the tax burden will lead to con- 
clusions which are far from the facts conccTiiing the real effects of a 
given tax. Tax theory b('gins with ideals of justice which are hope- 
fully to be reflc'cted in specific legislation. Whether those ideals are 
actually accomplished dt-pends, of course, upon our ability to trace 
tax burd(‘ns to tht‘ir final settlement.^'* In our analvsis of particular 

*'* F(ir cxainpli’, we urr iibk* to sin- tlial iiu-uint' to a i-orporatioii is only on its 
way lo l)i-i'oiinn^ incomi- to owni-is oi tiu- lorporation, iiml is not a separate 
iiieoiiK- stream. Tims, taxation of eorporate ineoine pins taxation of indn'idual 
income i.s donble taxation of that iiub^ idnal income wliicli comes tlirongli 
tbc corporation. li intlnidnal income from other ( non-corpoi ate ) .sources is 
not doubly taxed en route, tax di.scninination against corporate-produced 
income occurs. 

® An excellent example of thi.s type of pitfall is to be found in Paul Studenski, 
“Toward a Theory of Business Taxation/’ Journal of Political Economy, 
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taxes in relation to general principles of tax-burden allocation, we 
shall be required to trace out these burdens to the greatest practi- 
cable degree. 

Possible Bases of Tax-burden Allocation Before any 
particular tax measure can recommend itself, some fundamental 
decision must be made as to the basis upon which tax burdens are to 
be allocated among various payers. That tax burdens should be dis- 
tributed “fairly” or “justly” is taken for granted, but what, specifically, 
do fairness and justice imply? We postulate the need for govern- 
mental performance of certain functions for the benefit of the society. 
It is for this reason that contributions cannot l)e left on a voluntary 
basis, allowing each to contribute what he thinks is “right” or “fair.” 
But if coercive power is to be used to extract contril:)utions, some 
positive basis of allocation must be determined upon. 

It is inevitable that in allocation of burdens society must be 
thought of as being composed of broad classes. No possible legisla- 
tion could distribute real burdens equally among all individuals, 
principally for the reason that though burden is an essentially 
personal thing, it can be measured for tax purposes only by external 
indications which are themselves somewhat inaccurate. Tax measures 
thus consider society as made up of classes: incomt* classes, 
propertied classes, producer classes, and consumer classes. Within 
any class by no means all the variables can be taken into account if 
the measure is to be administratively workable. 

But as among classes of taxpayers, what does “fairness” mean, 
and what measures of fairness can be found? It means (*qualitv of 
burden among taxpayers. The poll tax implies that equalitv requires 
the same taxes to be paid l^y all, excluding minors. At a later stage 

October, 1940. Tlie author tlrvclop.s an elaborate list of tlicori'tieal bases for 
justification of special ta/.es on business, coneluclinir that one or more of these 
bases will be applicable to every type of business, lie weighs various kinds 
of business taxes and states his preference for one type. His analysis of tlie 
locus of final burden of the tax leads him to the eonclnsif)n that it might be 
upon consumers of the product, upon tlie factors of production employed, or 
upon the profits of the business taxerl. In the (*nd, tluTefore, we find that only 
in certain circumstances do the burdens re.st partially upon tlie business; it 
does not appear to occur to the autlior that because the lax is largely shifted 
to others his elaborate battery of theoretical justifications for special business 
taxes is largely vitiated. 
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equality of burden has implied payment in proportion to some out- 
ward indication of faculty, such as the amount of property owned or 
the amount of income received. Until late in the nineteenth century 
it was taken for granted that the only fair system of taxation was 
that which called for proportional rather than equal contribution. 
This is, in itself, an admission that the burden of a dollar of taxes 
is unequal as between persons of different incomes. But how un- 
equal? If equal taxes mean unequal burdens, do proportional taxes 
mean equal burdens? The answer is in the negative, and grows out 
of the principle of the diminishing marginal utility of income. We 
shall have occasion to discuss this point more fully later in the 
chapter when we come to study the basis for progressive taxes. 

But the amount of tax to be paid is the product of the tax rate 
times the tax basc.*^ Questions of fairness must, therefore, deal not 
only with how heavily a thing should be taxed, but also with what 
things should be taxed. What handles are there to grasp? What out- 
ward indicators of capacity to pay can be found? At one time in 
England it was thought that ownership of a residence with glass 
windows indicated peculiar tax capacity. The poll tax assumes that 
arrival at the age of majority implies capacity to pay taxes. The 
property tax carries on the colonial presumption that ownership of 
property is a good measure of tax faculty. In modern times the trend 
is toward use of income as the tax base. Actually, income is the only 
source of taxes, and therefore exists as the only reallv reliable start- 
ing point for allocation of burdens upon which to compare the 
faculties of various taxpayers. All other tax bases mentioned above 
were nothing more than attempts to measure income by external ap- 
pearances, and were (are) subject to wide error. 

If income, the source of tax payments, is accepted as the ap- 

Tlie ta\ rale is tlie multiplier in ealeulatiun ot the amount of tax. The tax 
ha.se salue of pioperty, \alue ol ineome) is the multiplieand. In the 

case of ad valDtcin taxes the tax base is measured in terms of ^'allle and the 
rate as per eeiit or eents per dollar. Specific taxes measure the lax base as phys- 
ical rpiantity (c."., one bushel f>f wheat, twenty cigarettes, one automobile), 
while the rate is measured as an absolute number of dollars or cents per 
physical unit of base. Examples of ad valorctn taxes are: “2% sales taxes,” in- 
come taxes, property taxes, and many excises where the base is expressed in 
dollars. F.xamples of specific taxes are many customs duties (42^ per bushel 
of wheat), gasoline taxes, cigarette, and most liquor taxes. 
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propriate tax base, the problem of equalizing the intensities of tax 
burden becomes one of determining appropriate rates of tax on in- 
comes. But when several tax bases are used, the problem is com- 
plicated by the necessity of comparing not only the burdens among 
payers of the particular tax but also comparing burdens on those 
subject to the particular tax with those not subject to it. This is to 
sav that, when the tax system applies to a multiplicity of bases, the 
difficulty of measuring the burdensomeness of that system upon in- 
dividuals is increased. 

Cost and Benefit Among the oldest of principles 
folloAVed in allocation of tax burdens are those of cost and benefit. 
The former implies that whenever govcTiiinental costs are ineurrc'd 
for th(‘ benefit of particular individuals, such costs should be borne 
by them. The latter proclaims the desirability of allocating taxes 
upon individuals according to the benefits which they enjoy from 
governmental action. The two are essentially alike, in that both 
place the states in a seini-coniinercial position with respect to citizems, 
though the first carries i ini')! i cations of Inidget -balance not necessarily 
implied by the second. The two fundamental faults in cost and 
benefit as gcaieral bases for allocation are (I) the difficulii(‘s to be 
found in measurt'nient of c'ost and benefit, and (2) the undesirable 
limitations which they place upon the scale of government services. 

Obviously neither cost nor benefit can be allocated among 
citizens with any degree of accuracy. Most governiiK'nt costs are of 
the “overhead” variety, involving difficulties of allocation. And 
benefits are, to a major degree, geiuTal. Who, sp(‘cifieallv, beiuTits 
from the op(*rations of the judicial branch of government? What part 
of the cost of fighting a war is my righthil share, as distinguishable 
from vours? And even when beiudit at first glance appears to be 
reasonably allocable, careful investigation generallv shows secondary 
and tertiary beneficiaries. For instance, relief recipients elearly draw 
special benefits from relief allowances, but how about th(‘ bulcluT, 
the baker, and so on back to the farmer? The automobili' drivc'r 
benefits from good highways, but so do the automobile and 
petroleum trades and the economy generallv. It is elearly not “fair” 
that only the primary beneficiaries bear the cost, and yet beyond the 
primary beneficiaries, how can benefits be quantitatively allocated? 
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On grounds of the impossibility of proper allocation alone, cost and 
benefit as general bases must be rejected. 

But the rigidity which these requirements would impose upon 
government also demands their rejection. For cost and benefit as 
the bases for distributing tax obligations would rule out many of the 
general functions which government must perform. Relief of the 
needy, for example, could not be undertaken; for by definition the 
primary beneficiaries cannot assume any part of the cost of the 
function. Public education could be made available only to those 
able to pay their way. Clearly the objectives stated in the Preamble 
to the Constitution of the United States would be impossible of any 
reasonable degree of attainment if government were, by the cost or 
benefit principle of taxation, relegated to the status of purveyor of 
services at a price. 

There are, of course, situations in which cost and benefit are 
relatively easily allocable, and the principle of cost or benefit may 
reasonably be applied. The state highway department may build 
a highway in front of my house', and rnav be willing to pave iny 
driveway leading to it. In such a case I should obviously pay the 
cost. Likewise, when costs can be allocated to groups of beneficiaries 
who are clearly almost the exclusive beneficiaries (e.g., Tnunicipally 
produced electricity) there is good reason for them to pay their way. 
But tlu’se are actually and reasonably price, not tax, pavments. 
When cost or benefit cannot be scientificallv allocated, or when such 
allocation would restrict the performance of socially dc'sirable 
service— in short, in the vast majoritv of instances— these bases are 
quite unacceptable. 

AhiJitij to Paif Allocation of tax burdens among in- 
dividuals oil the principle of ability to pay \s equalization of the tax 
burden. For ability to pay, correctly determined, brings us as close 
to the real tax bas(‘ (income) as it is possible to be. The ability prin- 
ciple implies (1) a tax base which is capable of measuring abilitv to 
carry burdens, and (2) schedules of rates which truly equalize those 
burdens. Ability to pay K'fers to the relative (among individuals) 

® In spite of Llie fact tliat lari^e elements of the benefit priiu'iple are now being 
implement i‘(l in property taxes, business taxes, and sales and excise taxes. 
(Sec Table 23, this chapter.) 
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real sacrifice involved in tax payment. That individual who can 
with least personal sacrifice give up a dollar from his income is the 
individual among all individuals who has the greatest ability to pay 
the next dollar in taxes. He is by no means necessarily a person who 
would othcTwise spend his dollar for real estate, for liquor, for 
gasoline, or for movies. And he is not necessarily a person who 
would otherwise hoard his dollar. What he would otherwise do with 
his dollar unfortunately cannot tell us much about how much it 
hurts him to be forced to transfer it to go\ ernmeut. The only way 
to be sure that siovernmeut would take next the least us(‘ful dollar 
of private incomes in the whole society would be to have an in- 
fallible measure ol subjectu'e utilities. This mc'asure would need 
to be (prautitatively exact as applif‘d to difTereut individuals, and 
measurable in an objective manner, free from the vagaritxs of indi- 
vidual reporting on the' basis of introspective searching. Clearly, sub- 
jective utilitic's and disutilities are not accurately measured in the 
market place. Two persons who spend a dollar each for the same 
quantity of the same good do not necu^ssarily derive the same sub- 
jective enjoyment. 

The problem is to select the outward measure which will most 
closely approach subjective utilit\ and disutility. This is net money 
income. This measure is ob\ it)usly moie accejitable than purchases 
of a given coinmoditv, current purchas(\s ol all commoditi('s, owiht- 
ship of physical goods, or just being ali\e and ov(‘r twciity-oue years 
of age. Yet it is by no means a p(Tl(‘ctly just measure. For two in- 
dividuals with the same net money income' mav diflcT in numbc'r of 
dependents, financial commilmeiits, e\])ectation as to future income, 
habits of consumption, and cousumtT tasti's. Taking a dollar in taxes 
from each mav therefore canse* (pu’te dilh'rc'iit sac‘rifie(‘s. Partial miti- 
gation of such inequities may be accojuplislual through specific pro- 
visions in tax legislation. Number of dependents is typically a datum 
in detf'rmining tax liability from any income. But even so, to allow 
a fixed tax credit for each dependent assumc's a uniformity among 
dependents which does not exactly exist. Debt position can be taken 
into account in framing income tax laws by granting tax credits for 
interest paid. Expectations respecting the duration of income at a 
given level may be roughly allowed for by treating labor (tempo- 
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rary) incomes and property (permanent) incomes differently, and 
and by allowing a carry-over or carry-back of credits. But hardly 
anything can be done to mitigate inequities caused by different 
habits of consumption or different tastes. E^'cn so, income is the best 
available measure of the subjective ability to pay. And it possesses 
the administrative merit of avoiding moral judgments upon indi- 
vidual choices, such as are implicit in purchase taxes. 

Sacrifices and the Raie of Taxation The paragraphs 
immediately preceding have dealt wa'th the selection of that tax base 
which most closely approximates the basic determinants of ability to 
pay. We find that base to be net income to individuals. But the 
choice of the best tax base can bo vitiated by application of im- 
proper rates to that base. In this section we analyze the intensity of 
tax burden in terms of the type of rate schedule which fairness in 
taxation d(‘inands. And again we are forced to use burden in the 
sense of the subj(‘ctive sacrifice which tax payment entails. 

We shall classify rate schedules under three gcmeral categories. 
A schedule of j)roporti()n(il tax rates is oik' in which tlie rate of tax 
remains camstant as the tax base changes. A schedule of progressive 
tax rates is one in which the rate of tax increases as the tax base 
increases. A schedule of n’gre.wire tax rati's is one in which the rate 
of tax dc'creases as the tax base iiuTcases. Thus, rta'Ognizing that the 
amount of tax payable is the result ol miiltipKing tlu* base bv the 
rate, in tlu' case* of a proportional tax the multiplier remains constant 
with change's in the multiplicand; in a progressive tax the multiplier 
incrc'ases as the multiplicand increases; in a regressive tax the multi- 
plier decrease's as the multiplicand increases. Diagramatically, the 
diflc'reuces are as sheiwii, p. 2SS. By definition a pre)portie)nal rate 
sche'duli' can be^ established at any level pren ide'd the rate remains 
ce)nstant at that levi'l. A progre'ssive rate schedule e)llers many 
slope patterns, all of which reprt'seait progression so long as any 
incrt'a.se in base is aeceimpanie'el by an increase in rate. The same 
is true of regression, prox ided the rate decrease's when the base 
inert'ases. A tax rate schedulf* mav combine more than one of 
the types shown. It is common for income tax rates which we 
say are progressive to progress bv brackets; variations of income 
(tax base) within a given bracket cany proportional rates, while 
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rates progress by brackets as income increases. The curve of the 
schedule would thus look like a profile view of an irregular set 
of stairs, where the risers become longer and the treads broader as 
we look from bottom to top. 

Correctly used, the terms proportional, progressive, and regres- 
sive refer to the relation between the tax rate and the tax base. 
Commonly, however, we rcler to the “regressive eflect” of a tax 

PROPORTIONAL TAX PROGRESSIVE TAX REGRESSIVE TAX 
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United States,^ ^ property taxes, sales and excise taxes, payroll taxes, 
customs duties, and some specific business taxes carry proportional 
rate schedules. Taxes on individual incomes, corporation incomes, 
estates and inheritances, and on some specific businesses are typically 
at progressive rates. There arc no examples of regressive taxes. It is 
rather generally agreed that the federal tax system is as a whole 
progressive, because of the preponderance of progressive tax meas- 
ures (personal and corporate income taxes) in it. The typical state 
and local lax system is “regressive” in the sense that a larger share 
of income is taken from the low income receiver than from the high 
income receiver. State and local systems are preponderantly com- 
posed of pi oportional taxes on things (i.e., property and consumption 
taxes), which arc actually regressive in terms of income. 

Our general tht'ory of taxation must tell us whether fairness 
in the distribution of burdens requires proportional, progressive, 
or regressive tax systems. If the cost theory of taxation were 
acceptable we .should probably adopt the practice of the market 
place, charging each beneficiary of government service his propor- 
tionate share of the cost. And under the benefit theory individuals 
would probably pay in proportion to benefit derived. Since we have 
rejected cost and benefit as general bases upon which taxes should 
be allocated, and recommended the ability principle, we shall in- 
vestigate the implications of ability as related to rate schedules on 
the income base. 

Adam Smith’s first maxim of taxation was, “The subjects of every 
state ought to contribute towards the support ol the government, as 
nearly as possible, in proportion to their respt‘eti\'e abilities; that is, 
in proportion to the re\ eiiuc which thev rt'spectively enjoy under 
the protection ol the State.” Here is clear recognition that, in the 
last analysis, what an indi\idual ought to contribute should be de- 
ttTinijied with reference to his income, and not to some external and 
haphazard indication of his income. But more important for our 
present purj)ose is his emphasis upon jnoportion. Contribution ‘m 
proportion to their respective abilities’ can undoubtedly be inter- 
preted as favoring progressive taxation, if it can be shown that the 

Cf. Table 2 b 

Wealth of NationSy 1776, Modern Library Edition, p. 777. 
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increase in ability is more rapid than the increase in income. But 
Smith was not acquainted with the more reeently developed prin- 
ciple of diminishinfT utility; consequently, “in proportion to their 
respective abilities” carried for him a meaniiifr identical with “in 
proportion to the revenue which thev respectively enjoy.” Up to the 
end of the nineteenth century, the essentiallv unanimous opinion of 
writers on the subject supported the view that fairness or justice in 
taxation calls for taxation at proportional rates. (The exceptions 
were those few “radicals” who advocatc^cl taxation for purposes of 
equalizinf^ wealth and ineome rather than for revenue.) Proportional 
taxation unquestionably carries simple implications of justice and 
equality. 

About 1870 the almost simultaneous but independent discoveries 
of the principle of diminisliiiif; marginal utility by |e\'ons, Menger, 
and Walras, introduced a new economic concept which has through 
refinements profoundly altered the general view concerning the 
comparative sacrifices involved in different tax-rate scb(‘dules. To be 
sure, until World War I a wide disparity c'xisted between theory 
and practice, but since that time (‘xperience with progrtxssive taxa- 
tion has immensely bolstered the th(‘orv in th(‘ public mind. 

The principle of diminishing marginal utility of goods states the 
subjective fact that, aft(a' a certain point as additional units of a 
good are consumed, the utility or satisfaction derived from each ad- 
ditional unit declines. Realizing that this is true of an individual 
consumer’s good, we may lump together all such goods into a com- 
posite picture of the diminishing marginal utility of all goods which 
the individual may consume. The composite picture showing the 
diminishing marginal utility of all goods combined is a picture of 
the marginal utility of money income to the individual income re- 
ceiver.^- We thus have a picture showing that as additional dollars 

We have discussed marginal utility of income in terms of the consumers' 
goods income will buy. The marginal utility of money income should, of 
course, be discussed in terms of the utility to be derived from any possible 
disposition of the marginal income dollar. It can be spent for consumption 
or saved. The subjective utility to be derived from a dollar saved must com- 
pete with the subjective utility of a dollar consumed in determining the dis- 
position of that dollar. Utility is of the same general character (satisfaction) 
whether income is consumed or saved. 
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of income are used they contribute— after a certain point— less and 
less satisfaction per dollar to the user. The marginal utility of money 
income of course diminishes less rapidly than does the marginal 
utility of an individual good. That is, when an income of $2000 is 
spread over a wide variety of goods, the last dollar spent provides 
far more satisfaction than if the whole income were spent for loaves 
of bread. 



Dia grammatically the picture which we have described above— 
of the diminishing marginal utility of money income— would be 
somewhat like that of Figure 3. The first few dollars of income (500 
by assumption on our graph) constitute an absolute minimum of 
subsistence for the individual income receiver. Beyond this mini- 
mum amount required for mere subsistence marginal utility de- 
creases, slowly at first as additional comforts of high utility are pro- 
cured, and then rapidly as the size of income makes possible the 
purchase of luxury items. When incomes become large, marginal 
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utility has fallen to a low level, and the rate of diminution of 
marginal utility is low, approaching zero. 

On our chart the area included under the curve represents total 
utility derived from the quantity of income used. Thus, the utility 
sacrificed by payment of taxes is the utility which would have been 
enjoyed from expenditure (or hoarding) of that amount, and can 
be shown as an area on the diagram. If taxpayer A, with a $2000 
net income, were required to pay in taxes 10 per cent of that income 
($200), the sacrifice of utility would be indicated on the graph by 
the area AFC A'. If taxpay^'r B, with a $10,000 net income, were re- 
quired to pay 10 per cent of his income ($1000), the sacrifice of 
utility would be indicated ])v the area B1I|B'. It is evident, tlierefore, 
that a proportional tax of 10 per cent involves quite unequal sacri- 
fice of utility on the part of the two taxpayers. If A is to be taxed 
10 per cent of his income and it is desired to require equal saerifice 
from A and B, then we must take from B until the area of utility 
sacrificed is equal to that of A. This would mean (reading roughly 
from the diagram) that B should be hdt about f^720() after taxes, and 
the tax rate on his $10,000 net income should be 28 per cent. 

Let us see xvhat we hav^e assumed in this numerical exainple. 
In the first place, we have assumed marginal ntilitv to be measurable 
with aceuracv, which it is not. Tax authorities cannot draw eurvixs 
of diminishing marginal utility of income with a degree of accuracy 
which would prove without qualification the results of the type of 
calculation wliich we have made. If they could, the establishment 
of schedules of progressiye rates which would guarantee eqihdity of 
sacrifice would be a relatively simple matter. In the second place, in 
our exercise we have implied a generalization that persons with 
equal net incomes hav^e the same schedule of marginal utilities. 
Again we must admit that this is not precist'ly the case. Among 
single persons receiving identical net incomes, som(' xvnll be at the 
“age of accumulation’' while others will already possess the chattt'ls 
which go with that income lev^el; some will have simple tastes while 
the tastes of others will be expensive. 

Must we, therefore, reject the principle of diminishing marginal 
utility in formulation of our tax structure? Does the impossibility of 
accurate measurement of utility mean that we must reject progres- 
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sive taxation? McCulloch’s objection to abandonment of proportional 
taxation in favor of progressive taxation based upon diminishing 
utility which is not accurately measural)le was that it put us “at sea 
without rudder or compass.” It is essential that we distinguish the 
fact that marginal utility typically does diminish from the fact that 
its rate of diminution as related to an individual or an income class 
is not accurately measurable. We admit that its rate of change is by 
no means precisely measurable, but we have ample evidence that it 
does diminish. That evidence is available through introspection and 
through observation of the market place. In fact, the existence of 
diminishing marginal utility is so well established in economic think- 
ing as to make unnecessary its demonstration here. Because of the 
fact of diminishing marginal utility, we confidently conclude that 
some form of progressive taxation is more just than is proportional 
or any lorm of regressive taxation. The choice belwc'cn proportional 
and progressive taxation is therefore a choice between certain in- 
justice and uncertain justice. And the uncertainti(*s in progressive 
taxation can in a measure be mitigated by amendment aft(T observa- 
tion of the effects of the rate schedule upon v^arious income classes. 

We thus conclude that taxation for revenue purposes should, for 
reasons ol fairness among taxpav^ers, be at progrt'ssive rates. This 
follows from our analysis of relative burdtuis in tcTins of the sacrifices 
involved in turning .spendable income over to government. But this 
holds only of taxation for revenue purposes. Our definition of taxes 
contemplates revenue purposes only when it defines them as “con- 
tributions ... to defray the expenses incurred in the common in- 

Were utilities ac'cur.itelv measurublL*, mnv lisual-pliilnsopliical problems would 
ari.>»e. If wc could miMsurc and uoiupaic .sacriliccs ^^itll reasonable e\aL“tness, 
wi' sIiouIlI liaM* to ih'cuU' Iietber ^arrifirtw should be eipiah ])ro]DorLioiial, or 
progressh e. Ecpial sacriliee (wliicli we lia\e taken as our standard in this 
chapter) retpures pro;^ressi\ e tavation; proportional SLicriliee would require 
sti'cpcr piogicssioii, and progressh e sacrilice would require .still stcf'per 
pro[];ression. (f7/. Hugh Dalton, Frinriplcs- of Public Finance, London, 
Routh'dge, 19-32, Chapter 9.) Dalton sugi^ests the alternatiN es of equal sacri- 
fice, proportional sacrilice, miiiiinum sacufice (in which B pays all the taxes 
until the marginal utility of his income is etjual to that of A), and “lea^’e them 
as you find them” (wdicrc the degree of inequality of incomes after taxes is 
the same as before taxes). Such excursions into the rarefied atmosphere ap- 

S ear to the writer unwise in this book in view of the basic inadequacy of our 
ying instruments. 
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terest of all.” But our short discussion of taxation for sumptuary 
purposes indicated that taxation might not be used primarily to 
defray expenses of government but to curb or to encourage private 
expenditure. Sumptuary taxation reflects the subordination of the 
revenue purpose to the control purpose; it implies that on many 
occasions the principle of fairness in taxation gives precedence to 
a superior objective. 

DISTRIBUTION OF BURDEN IN SUMPTUARY TAXATION 

There is no “theory” of sumptuary taxation distinct 
from the theory of the particular control function itself. If taxation 
is used to raise the price of a particular good (liquor, for example) 
with the purpose of discouraging consumption, the basis of allocation 
of the burden is simple. The person taxed is the person whose po- 
tential consumption is to be discouraged. The tax must be so high 
as actually to discourage consumption, without reference to its 
revenue aspects. Obviously, in such a case, the more effective the 
tax weapon in accomplishing its sumptuary purpose, the less effec- 
tive it is as a revenue measure. And if the commodity were taxed out 
of existence there would be no tax burden at all. 

In the more general sense of sumpluarv taxation— taxation to 
remove spendable or hoardable funds from the market— the theory 
of the tax is likewise the theor)^ of control. It is not a question of 
“fairness” in the usual tax sense of the term, but a rjiiestion of 
expediency. The burden of such taxation is not a necessary evil 
arising out of the need for revenue, but the means to a desinal end. 
That is, stabilization of national income at a high einjiloyment level 
requires that income be taken from certain persons. The “burden” 
is therefore intended as the prime immediate objeetixe of the tax, 
and the usual questions of fairness in distribution of the “burden” 
cannot arise. 

We have taken the position that an irrediicibh' minimum of 
taxation will occur in all phases of the cycle. Although when antici- 
pations are low or falling there should be major tax reductions, taxes 
will not at any time fall to zero.^^ This means that throughout the 

That is, taxes as a whole. Individual taxes can, and possibly should, fall to 
zero— unemployment compensation taxes, for example. 
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cycle some basic level of taxes for revenue will be maintained. When 
anticipations are rising the economy can stand heavier taxation for 
revenue purposes, in order to provide for debt retirement. In 
all of this taxation for revenue purposes the question of ability 
to pay should be the paramount consideration in allocation of 
burdens.^" 

But beyond the revenue aspects of taxation, use of the tax tool 
for general sumptuary purposes is contemplated on a major scale. 
There are two types of such use which will be important. The first 
is heavy taxation when the full employment level of income is closely 
approached. Here the objective is to remove those spendable funds 
which threaten to push investment and/or consumption spending 
beyond the limit of physical production, thus promoting inflation.^® 
The second general use of taxation lor promoting the proper level 
of income may occur when it is desired to iiiainfain over a long period 
a full employment level of production. We have given no previous 
attention to this matter, although it is frequently assumed to be the 
major use of fiscal policy. If we can assume that the desired level 
of emjiloyincMil has been reached, and if thereafter the only tendency 
we are forced to counteract is a mild pre.ssure toward less than full 
employme if taxes must be directed particularly to hoards, so as to 
“keep the income circuit closed. ' We shall not categorically deny 
that such circum.staiices may obtain, but it implies more inherent 
stability at the prosp(Titv le\el than our economy has demonstrated. 
What it actually relies upon is the elimination of departures from 
the lull employment le\el bv a tax which transfers private hoards 
to government, and thus puts these funds into the income stream 
again. But hoarding which results from a turn of anticipations down- 
ward is likely to be hoarding with a purpose, and taxation of these 

' Kven \vitliin tins basic lc\ cl of taxation lor re\ciii]c sonic tax.ition for dis- 
couragement ol piircbase of ccitain goods and discourageniciit of certain 
practices will probably be found. But such suiiiptuaiy taxation is of very 
minor inipoitance. 

If ibc inllatioiuiry pressure is really sennus it may be desiiable to lax very 
lica\ ily and to ust‘ tlic funds so piocurcd to build up the treasury balance. 
This is treasury hoaubiig. The normal use of these surplus funds would be 
to retire debt, but this may return the funds again to the market. 

'^Thib beems to be the mam tliebib of Stuart Chase, Where s The Money 
Coming From?, New York, Twentieth Century Fund, 1943. 
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purposeful hoards may well generate further decline in anticipations, 
encouraging increased hoarding to take the place of those taxed 
away. It is on these grounds that a preference is establishc'd for 
deficit spending rather than taxation of hoards when anticipations 
show a tendency toward decline. Wc do not rule out, however, the 
possibility of taxing hoards at tlie top of a particular cycle. But at 
the same time we must point out that it is quite likely to be an 
ineffective instrument, and may help to create precisely the situation 
which it is desired to avoid. ^ 

What can we conclude with respect to the proper principles upon 
which to distribute counter-cycle tax burdens? The principle of ex- 
pediency (if, indeed, it can be called a principle) will be doiuiiiaut. 
That is, the major tax measures will possess large elements of 
elasticity, making possible quick and eflective increase or decrease 
in tax burdens upon those segments of the economy whose dis- 
posable income after taxes is to be decreased or increased. This 
implies primarily a ready adjustability of tax rates, but may at tinii's 
imply the removal or inauguration of whole tax measure's.*'^ 

The proper allocation of tax burdens under a counter-cycle pro- 
gram will at any time depend upon the particular objectives to be 
accomplished. II the objective is an encouragement of investment, a 
lightening of tax burdens upon the income from risk capital is indi- 
cated. It encouragement of eonsuinption is dc*sir(‘d, rt‘(luction of 
taxes on lower incomes (and of course on consumption goods) will 
be desirable. The important point to be kept in mind is tliat condi- 
tions to be combated will vary at diftiacait times. The tax measures 
which provide tor counter-cycle allocation of burden will thus lend 
themselves to expi'dienl application to the circumstances. 

The propusLil te tax lioarcls has inoie appc.il in terms of a higli ineonie, 
“mature’ eeoiiomy than of a dyiiainie, expanding peonomy subject tn vdolent 
cyclical Huctuatiun. For in the loriner case* hoaiding is a perennial problem 
of low propensity to consume, and a good ease can be niad(‘ for a high go\ - 
ermnenlal standard of expt'nditiire lor consumption. Let us not omtIooK the 
fact, however, that the mature economy is also subject to cyclical fluctuation; 
it is not one which tends toward peiinaneiit, static eipiilibrinm at (say) an 
income level of 90% of full employment. If it were, the instrument of taxation 
of hoards would be an attractive one indeed. 

Excess profits taxes offer real opportunity for periodic use when a rising profit 
cycle threatens overexpansion. 
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SUMMARY 

In preparation for consideration of particular tax meas- 
ures, we have considered the general foundations upon which the 
tax system as a whole should be built. We have noted that taxation 
for revenue purposes cannot utilize generally the principles of bene- 
fit and cost in determining the proper distribution of burdens among 
individuals. The reasons are that benefit and cost cannot themselves 
be reasonably determined on an individual basis, and if they could, 
many important governmental functions would necessarily he dis- 
continued. 

The principle of fairness among contributors must be approached 
in tcTins of comparative ability to pay, which is, in turn, measured 
by subjective sacrifice. If the ideal is equality of sacrifice by tax- 
payers, the principle of diminishing marginal utility of income dem- 
onstrates that such equality can be attained only through progressive 
taxation. Although we cannot measure utility on an objective com- 
parative basis, and thus cannot arrive at the exactly proper rate of 
progression by the slide rule, the fi(‘ld for play of experimentation 
and common sense is considerably narrowed. Our first pillar in con- 
struction of a sensible tax system is thus the principle of ability to 
pay, which ability progresses more rapidly than does income. 

The second pillar is that of relation of the tax system to the 
desired le\'el of employment. The principal necessary ingredient of 
such a tax system is flexibility, or ability to adjust quickly to chang- 
ing requirements without yiolciit overhaul. These two pillars upon 
which a sensible tax structure rests do not always complement one 
another. For equality of sacrifice is not always the base upon which 
sumptuary taxation fits. The inilationary pressure may work through 
consumption (as in an immediate post-war period), or the removal 
of taxation from high incomes may be required as incentive to in- 
vestment in a period of recession. In both cases the principle of 
equality of sacrifice gives way to the sumptuary principle. 
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CHAPTER 13 


TAX INCIDENCE 
AND OTHER EFFECTS 


In Chapter 12 we pointed to two fundamental facts 
which must be borne in mind in any intelligent discussion of the 
results of taxation. The first is that all taxes eventually are paid from 
the streams of individual income. This led us to the conclusion that 
so far as possible the tax base should be individual income. Any 
alternative tax base is certain to be a less reliable measure of the 
income from which taxes are paid. The exceptions to this rule arise 
out of sumptuary taxation, where the control function may require 
more limited and specialized tax bases. 

The second fundamental fact to which we referred was that the 
person upon whom the tax is originally imposed is not necessarily the 
person who bears its burden. This being the case, tax theory must 
offer conclusions as to who finally bears the burden resulting from 
imposition of a tax. Unless this is done, undesired results will fre- 
quently be obtained. It is the purpose of this and the following 
chapter to analyze in general terms the conditions under which the 
person on whom the tax is originally imposed can transfer its burden 
to others. 


THE MEANING OF ^INCIDENCE” AND OF “OTHER EFFECTS’^ 

The imposition of a tax may set in motion a whole 
series of effects and adjustments to those effects. Analysis of the 
effects will demonstrate that they are of different orders, and it 

299 
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will therefore be useful to distinguish the different orders as far as 
possible. A tax is imposed upon a person who becomes the subject 
of the tax because it is from his income that tlie tax is originally paid. 
This may occur because he owns taxed property, buys taxed goods, 
or for other reasons which the reader familiar with existing taxes can 
add. The subject of the tax may bear the burden himself, but the 
assumption of the burden will reduce the amount of his income 
available for purchases in various lines, causing a decline in demand 
for products in those lines. The chain of effects following this we 
cannot pause to catalogue at this point. On the other hand, the sub- 
ject of the tax may be able to transfer the burden (partially or 
wholly) to someone else, who mav be able to transfer a part of it 
further on. In the process of transfer many ancillary effects can be 
noted. 

The process of transferring the burden of the tax from one person 
to another is known as tax shiftm^. The incidence of a tax is upon 
that person who cannot shift it further. Thus all possible tax shifting 
is completed before its incidence is determined, and the incidence 
of the tax is upon that person who finally bears its burden. But we 
must distinguish the burden of the incidence from two kinds of 
other burdens: those created in the process of shifting the tax and 
those following from the fact of incidence itself. To take an exam])le, 
suppose that a tax is imposed upon a commoditv. The st'ller pays 
the tax to government directly, but then procec^ds to shift its burdtni 
to the buyer by adding the amount of the tax to the price of the 
commodity. If it is not shifted further, the incidence of the tax (the 
financial burden of the tax itself) is imposed upon the buyer. But 
so far we have traced only one type of effect of the tax— its incidence. 
There are two other types of eflects (burdens) which are evident 
in the example. The first tvpe results from the fact that the seller 
has increas(‘d the price, and it is to be anticipated that his sales of 
the product will decline somewhat. This means that his net income 
from sales may well decline, and/or the incomes of the factors pro- 
ducing the good will decline. Clearly the process of shifting has 
created real burdens other than that of incidence upon the buyer. 
These burdens we may refer to as ‘'those created in the process of 
shifting the tax.” The second type results from the fact that the 
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financial burden of the tax ( its incidence ) immediately reduces the 
available income of the person on whom the incidence rests. His 
expenditures for other goods may well decline, with consequences to 
the factors producing these other goods. These we refer to as burdens 
‘following from the fact of incidence itself.” 

Realizing that there are several kinds of effects of taxes, we shall 
distinguish incidence from all other effects. When we discuss in- 
cidence we have in mind the question of who finally sacrifices the 
amounts which are paid to government. We shall be interested in 
where the money comes from which government receives; i.c., who 
actually transfers income to government. This gives us a manageable 
segment of the eflccts of taxes, to which we may apply well-known 
analytical tools of economics. But the segregation of incidence from 
the other elfects is an analytical technique; it is not a denial that 
other effects result or that the burdens of these other effects are not 
in fact real burdens.^ 

THE CONDITIONS OF TAX SHIFTING 

The Role of Price in Tax Shiffm^ As we turn our at- 
tention to '■ax incidence, we are interested in determining the condi- 
tions under which the original payer (subject) ol the tax can reim- 
burse himself bv shifting its amount to others. If he can reimburse 
hims('lf only partially the incidence^ ol the tax will be divided bt'- 
tween him and others. The more closely wc examine the conditions 
of tax shifting, the more clearly we see that shitting may occur only 
in connection with a price transaction. F'or in our economy there is 
no vehicle— except gifts— for reimbursement other than prices. By 
prices, of course, we mean not only the prices of goods and services 
but the prices of the factors of production (wages, salaries, interest, 
rents) as well. Thus, if a tax is shifted, some price will be changed 
to include the tax; i.c., it will be different from what it would have 
been if the tax had not been levied. This change in price may, how- 

^ We have mentioned specifically as “otlier effects” those incident to the process 
of shifting and those following from incidence of the tax. Many more could 
be mentioned, such as the attitude of the citizen toward his government, the 
integration of industry to minimize burdens, the location of residence or situs 
of property, etc. 
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ever, be accomplished by a change in quality; the quality of the 
good may be altered while the price remains as before. 

The inclusion of shifted taxes in price is a well-known market 
phenomenon, and constitutes a popular and reasonable argument 
against those “hidden” taxes which are readily shiftable.^ In general, 
other things being equal, there is strong argument for promoting 
awareness of tax payment. It makes the taxpayer conscious of his 
contribution to government, and it removes from the seller the onus 
of responsibility for price increases due to taxes. Interesting attempts 
to make the buyer aware of taxes shifted to him are apparent in the 
gasoline tax, where price is typically calculated on price signs as 
basic price plus federal tax plus state tax; and in many sales taxes, 
where the law encourages either collection of the tax separately at 
the end of the transaction or the posting of prices exclusive of taxes. * 
Forward and Backward S/u'/Zing The shifting of a tax 
will involve a change in the price of something from what it other- 
wise would have been. When the tax is shifted forward, the price 
which constitutes the vehicle for shifting will iiicr(*ase. If completely 
shifted the price will be higher than it otherwise would have been 
by the amount of the tax. We must emphasize ‘ higher than it other- 
wise would have been” because the very increase of price will prob- 
ably reduce the quantity sold, and it is quite likely that— under 
existing condit’ons of supply and d(anand— if the smaller cpiantity 
had been sold when the good was uiitaxed, the price would have 
been lower or higher than it aetuallv was. We shall ha\a^ occasion 
to demonstrate this point in the following chapter. 

* The terms “direct’ and “indirect” taxes, which lia\ c cut such a fit^iirr in court 
decisions in the past, arc finally disUn[^uishabh^ in na'anjiii:; only in IcTms of 
shiftability. Dirc'ct ta\t‘s are not sliiftc'd, while indirect tvjics arc'. The* dcciiru' 
in use of tliese Icrins can bc' accounted for liy iiialiiliU to make sucli broad 
generalizations with rc^sjicct to many lax incasnrcs. As wt^ sball see, a given tax 
may be shifted niider ccTtain conditions, while under other conditions it may 
be shifted only partially or not at all. To ck'nomin-Litc* particular taxes as dirc‘ct 
or indirect is to o\’c*rsimphfy the quc'stion of incidi'nce. 

^ On the other hand, there have been occasions chie either tn intemt to mislead 
or to ignorance, whem propagandizing elforts tn emphasize the tax ch incml in 
price have included both shifted and noii-sliifted taxes'. Clearly the price of 
a pair of overalls includes many shifted taxc\s on its procluetion, but many 
taxes imposed upon makers or handlers are not shifted and thus do not enter 
into price. 
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When a tax is shifted backward, the price which constitutes the 
vehicle for shifting will decrease as compared with what it would 
have been. There are some situations in which the buyer of the 
product upon which taxes will be levied at a subsequent stage can 
shift a part or all of it backward to the seller in the form of a lower 
buying price. It is essential to distinguish real backward shifting 
from inability of a seller to shift the tax forward. The distinction 
rests upon the fact of who is the original subject (payer) of the tax. 
Suppose that after the shifting process is conq^leted we find that a 
part of the incidence is upon the buyer and a part on the seller. To 
determine whether the tax was partially shifted forward from seller 
to buyer, or partially shifted backward from buyer to seller, we must 
know upon whom government originally imposed the tax. If orig- 
inally imposed upon the seller, we conclude that it was partially 
shifted forward; if originally imposed upon the buyer it was partially 
shifted backward. 

We shall consider as examples two cases where backward shifting 
of the general type may occur: unemployment compensation taxes 
on employers and processing taxes under the old Agricultural Ad- 
justment Act. The taxes which create the reserves from which un- 
employment compensation benefits are paid under the Social Se- 
curity Act are originally paid by employers. It is highly unlikely,. 
how('\ er, that in the tvpical case anv considerable part of the in- 
cidence of these taxes is upon the employer. Some part is normally 
shifted forward to the buyers of the employer’s product, but a 
typically larger part is shifted backward to the employee in the 
form of lower wages than would otherwise be paid. When market 
conditions are brisk and when labor’s bargaining power is strong 
the tendeney would be to shift substantially the whole tax forward 
to buyers. But if demand for the product is not strong and the bar- 
gaining position of labor is weak, there will be a strong tendency to 
shift substantially the whole tax backward to labor. ^ The employer 

^ And if tlip niiirket demand is weak, as in a depression period for instance, 
while elleclive labor ori^anization, government limitations npr)n wage reduc- 
tions, or tlie pressure of public opinion make backward shifting impossible, 
a substantial part of the tax may be borne by tbe employer. Under such 
circumstances the tax eats into already low profit or increases losses, and 
the employer will therefore be encouraged to discharge labor. If this occurs, 
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against whom the tax is assessed thus is presented with two direc- 
tions in which shifting may occur. The price of his product to buyers 
constitutes one vehicle for shifting, while the prices paid to his labor 
(and other factors) constitutes another. Whether one or the other 
vehicle is the more available in given circumstances will depend 
upon the strength of demand for his product and the consequences 
to him of attempts to reduce wages. If both vehicles are unavailable 
he will bear a part of the tax himself. 

Under the Agricultural Adjustment Act of 1933, producers of 
various agricultural products were encouraged to pledge a reduction 
in production in return for governmental benefit pavments. The 
fund from which benefits were to be paid was contributed by special 
taxes upon the processors of the commodities to be controlled. These 
taxes were tliTis originally jiaid by processors. The theory was that 
processing taxes would be shifted to consumers of processed agri- 
cultural products, and the justification for such an arrangement lay 
in the reasoning that, since consumers had long benefited from the 
low agricultural prices which worked hardship upon the farmer, 
relief of the farmer should be largely carried bv consumers. A study 
by the Bureau of Agricultural Economics in 1937 drew the following 
conclusions with respect to incidence of these taxes: 

1. No processor of any ol the commodities finally bore any ap- 
preciable part of the tax. 

2. No distributor of any of the commodities finally bore any ap- 
preciable part of the tax. 

3. When the demand for the processed good was relatively inelastic 

the incidence of the tax is not upon the laborer so discjnpJoifrd. It is not a 
question of incidf’rirc at all, hot a case of otluT ollfots. For ii labor is tliscni- 
ployccl tlio omyiloyiiiont taxes fall— i.c., the employer upon whom the iiiei(l(*iiee 
would otherwise Liiiijelv full avoids the tax by disehar[2;e of labor. And ob- 
viously taxes Livoided are not paid by anyone, and thus tht're is no cjiiestion of 
shifting or ineideriee of non-exislont taxes. Nevertheless, in our example work- 
ers have beeome unemployed beeausc of the tax. This uncinployiiuMit is ob- 
viously an efleet of the tax measure, but is not a matter of its .shifting or 
incidence. 

® Bureau of Agricultural Economics, An Analysis of the Effects of the Frocessirifi 
Taxes Levied Under the Af^ricultural Adjusiinenl Act, Washington, 1937, pp. 
4-7. This study represents an excellent example of the empirical approach to 
tax shifting and incidence. 
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(i.e., wheat, rye, cotton products, corn products, cigarettes and 
chewing tobacco), the major incidence was upon consumers. 
When demand for the processed good was relatively elastic, or 
subject to special control (i.e., hog products, cigars, smoking to- 
bacco, and sugar), the tax was not shifted forward in appreciable 
degree. 

4. The major part of the taxes on hog products, cigars, smoking 
tobacco, and sugar was shifted backward to farm producers. 

The processing taxes demonstrate clearly the possible directions 
in which taxes may be shifted. Whether a tax is shifted forward or 
backward depends upon the relative strength of the resistance to 
transfers of the burden. The very fact of low agricultural prices due 
to overproduction testifies to the weakness of the farmers position 
in resisting backward shifting. Those processed commodities for 
which consumer demand was relatively elastic found greater re- 
sistance to forward than to backward shifting, while those goods 
sold under inelastic demand conditions found less resistance to 
forward shifting.^' 

A special, though not unusual, type of backward shifting is what 
is called tax capitalization. It occurs in cases where the good is a 
durable good, and tlius is subject to a series of successive annual 
taxes during its lifetime. If the whole series of future taxes on the 
good is to be shifted backward at time of purchase, the future taxes 
must be capitalized and deducted in a lump sum from price offered. 

A relatively elastic demand is one in which a small change in price will meet 
with a relatively large change in quantity taken. In such a case, given a 
quantity to be marketed, forward shifting of tlie tax (with consequent price 
increase) would mean a considerable unsold surplus, and the farmer's position 
would be relatively weak. The wliole quantity of his products ready for market 
would not be taken by proee.ssors. A relatively inelastic demand is one in 
which a given change in price meets a relatively slight change in quantity 
taken. Here the eonditions are reversed, and eoiisuiuer defenses against for- 
ward shifting are weak since price increases are accompanied by little shrink- 
age of the market. (If under conditions of inelastic consumer demand the 
processed product is sold under highly monopolistic conditions, it is presumed 
that the consumer priee is already at a maximum, and consumer demand, 
though inelastic, will strongly resist further price increase. In such a case 
it is the expected outc‘ome that considerable backward shifting will occur and 
quite likely some considerable absorption of the tax by processors.) 
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For there will be no later opportunity— no price vehicle— for back- 
ward shifting. The only diflFerence between backward shifting of 
the taxes on a durable good and backward shifting of the tax 
on a non-durable good is in the computation of the dollar amount 
to be deducted from the price offered. In all cases of backward 
shifting the buyer pays the tax to government, but the seller bear.j 
the burden of incidence. 

Suppose I were to consider purchase of a piece of agricultural 
land, and my estimates as to average annual income and expense 
were as follows: 


Value of gross annual product $5000 

Total cost of production, excluding property taxes 3500 

Net income before property taxes 1500 

Annual property taxes 300 

Net income $1200 


By purchasing this piece of land, therefore, I would be making a 
capital investment which I calculate would return me net $1200 per 
year. If I am willing to invest my savings at a rate of return of 5 per 
cent per year, I would be willing to pay $24,000 for the land."^ The 
annual net return of $1200 would then be the required 5 per cent 
on my investment, and I could pay no more than $24,000 for the 
land unless I either revise my estimate ol probable net income up- 
ward or my required rale of return downward. 

But suppose there were no property taxes anticipated. Ai eording 
to the calculations, net income per year would then be $1500, and 
I could afford to pay $30,000 for the land, still receiving 5 per cent 
on my investment. Thus, because property taxes are estimated to take 
$300 yearly, the price I am willing to pay for the land is $6000 less 


than it would be if no taxes were anticipated. And $6000 is 


$300 
.05 ’ 


or 


the capitalized value of the annual tax. Because the tax has reduced 
the price which I am willing to pay by $6000, the tax of $300 per 


^ ,, „ annual net income 

The capital value of a perpetual annuity is: — - — ^ ^ . In this 

^ ^ ^ ' rate ot return required 


e: = $24,000. 
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year for all time has been shifted backward to the seller. Of course 
the seller may not sell the land to me because someone else offers 
a higher price. Any higher price offered, however, must be due to 

(1) an estimate of higher net income before taxes than $1500, and/or 

(2) a lower rate of return on investment than 5 per cent and/or 

( 3 ) an estimate of annual taxes lower than $300 per year. But what- 
ever the alternate buyer calculates these figures to be, the tax v/ill 
be capitalized and the price offered will on that account be less than 
would have been offered if no taxes were anticipated. Unless they 
can shift the new taxes forward, current owners of land will bear 
the incidence of any additional taxes imposed subsequent to or un- 
foreseen at the time of purchase.*^ 

We have pictured tax capitalization in terms of a simple example. 
There arc, however, wide applications of the same principle. Capi- 
talization occurs at the time of purchase of real estate, and of many 
durable consumers' goods. It Jiiay also occur on the occasion of pur- 
chase of investment s('curities and durable producers’ goods. 

Of particular int(‘rest is tax capitalization in connection with the 
purchase of investment securities. The purchaser of a share of corpo- 
rate stock will determine what he can pay by a calculation exactly 
like that in our agricultural land example. He will obviously capi- 
talize the tax unless he is willing to pay for an opportunity to pay 
annual taxes. This is particularly true if he buys for investment (to 
receixe income), but if he buys for speculation he must recognize 
the future level of income taxation (corporate and personal) as 
b(‘ing an important determinant of the price at which he can sell 
in the future.'* 

* Land used for business purposes generally offers opportunity to shift new and 
unanticipated property taxes forward as a part of the price of the product. 
Land used for consumption (r.g., residential) purposes offers no such op- 
portunitv; taxes not capitalized and thus not shifted backward at the time of 
purchase of the land have llieir incidence upon the owner. 

“ When the tax is so general as to apply to all incomes, investment or otherwise, 
the total effect may be to lower generally the rates at which individuals are 
willing to invest. For if all income is subject to the same rate of taxation, given 
the propensity to save, the effect will be to generate a general willingness to 
invest at lower return after taxes. Considerable savang does occur regardless 
of the income available from investments. Given savings, there is little choice 
under general taxation as to whether one purchases securities whose income 
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We are dealing here with a principal reason for exemption from 
taxation of the income from government bonds.^° For if government 
bond coupons are tax-exempt there is no tax capitalization and the 
capital value of the bonds is higher than it would be if taxed. This 
is particularly true when the income from other investments is 
taxed; government bonds are given peculiar price support in the 
market. The consequence would be that with the tax exemption ad- 
vantage the government bond would be strong— other things e(jual— 
even at lower rates of coupon interest. From the treasury’s point of 
view the advantage has long been questioned, for when income taxes 
are steeply progressive and government bonds arc largely held by 
the high income classes, the tax loss to the treasury from tax exemp- 
tion may be greater than the gain in lower interest. For this reason 
the trend has been gradually away from tax exemption. But lor 
bonds of the savings type, aimed at small purchasers, it is probable 
that there is net gain from exemption. Here is a case where the fact 
of tax capitalization becomes an important determinant of policy. 

We have seen that there are three distinct, though not mutually 
exclusive, possible incidence results when a tax is imposed. It may 
be shifted forward from seller to buver in the form of an increased 
price. Capitalization does not enter into forward shifting because 
when the seller disposes of title to the thing sold he retains no future 
tax liability related to it. The tax may be shifted backward from 
buyer to seller in the form of a decreased price. When purchase in- 
volves non-durablc goods or services the amount of the single tax 
payment establishes the maximum amount to b(‘ shifted. If a durable 
item is purchased the amount which the buyer attempts to shift back- 
ward is the capitalized value of future tax obligations related to 
ownership of the item. The person upon whom the tax originally 
falls will attempt to shift it either forward or backward. He can do 
neither if there is no price which can be used as a vehich' for shifting 
the tax, and the incidence will be upon him. If vehicles exist for 

is taxed. Thus, the long-run effect will probably be a lower required rate of 
return to bring fortli investment. If such occurs, prices of investment securities 
may not permanently fall in spite of tax capitalization, prices being supported 
by a lower effective rate of return. 

Also exemption of the bonds themselves from property taxes. 
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either forward or backward shifting, he will follow the path of least 
resistance, which will be measured in terms of all the foreseeable 
effects upon him which shifting in either direction would set in 
motion. Obviously, then, some taxes are not shifted at all, some 
are shifted forward, some backward, and in the cases of some the 
incidence is divided. The state of the market will, in the short run, 
be the important determinant of the degree and direction of shifting. 
We proceed in the next section to a consideration of the shiftability 
of general categories of taxes. 

GENERAL CATEGORIES OF TAXES; ANALYSIS OF SHIFTING 

AND INCIDENCE 

We have seen that taxes can be shifted, either forward 
or backward, only through a change in price. Some part of the tax 
thus becomes either an addition to price (forward shifting) or a 
deduction from price (backward shifting), and taxes thus take their 
place alongside other price determinants in the market. It is there- 
fore necessary to analyze the process of price determination if we 
wish to draw conclusions as to the shiftability of particular taxes. 

We sl''all not, however, analyze the incidence of specific tax 
measure's in this chapter. We shall be interested here in determining 
the incidence of general categories of taxes, and in later diseus.sions 
of jvartieular tax rn(*asures we shall fit th(' tax under discussion into 
tlie categorit's analyzed here. We distinguish the following categories 
of taxes in our pres(‘iit analysis; 

1. Taxes imposed on net income. 

2. Taxes imposed on property. 

3. Taxes imposed on production or sale of goods. 

1. Tax(\s' Imposed on Net Ineomr A tax imposed on 
business net income is typieallv not .shifted. This is demonstrable in 
terms of the* market factors which give rise to business net income. 
Evidently the magnitude of net income to a firm is a function of 
both gross income and of total cost. The firm’s decision as to the op- 
timium jorice-quantity combination of sales must be made with a view 
to maximizing the spread between gross income and total cost. In 
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making this decision, however, it is recognized that the price which 
the market will pay for each unit of varying quantities of product 
is not subject ( at least in the short run ) to control by the firm. The 
market demand schedule facing the individual firm is accepted as a 
fact, and the firm’s choice lies in the offering of a greater or less 
quantity for sale. Likewise, many of the elements of cost involved 
in the production of more or less goods for sale are delermined 
externally; i.c., the firm must pay going rates of wages and interest 
and going prices for its materials. But given these unit costs, the 
firm may choose what cjuantitv it will produce for sale. We conclude, 
therefore, that given the market demand, existing prices of the fac- 
tors of production, and the technical processes existent, the firm’s 
choice is one as to the quantity of sales which will maximize its net 
income. To determine that optimum quantitv it is necessary to know 
how the reflation between gross income aucl total cost behaves under 
conditions of varying size of output. 

The typical market condition is that in which the firm’s product 
is more or less specialized, or “dilFc'rentiated” in the minds of buyers 
from the products of competing firms. Although thc're is more or less 
possibility of substitution of A s product lor B's, the product of each 
has some characteristics distinguishing it from the otluT. Thr‘ signifi- 
cance of this is that if A raises his price he will not los(‘ all of his 
sales to B and other sellers, while il he lowers his price he will not 
attract all of the custoincTS of B and others. A can sell mor(‘ units at 
a lower price, but not infinitely more. This means that the de- 
mand eurve facing the individual seller slopes downward from 
left to right. The firm is then selling undcT conditions which econ- 
omists call ‘"monopolistic competition.” If an increase in price 
results in little defection of his customers to otluT scIIcts, he is in 
a position approaching pure moiiopolv. If an increase in price re- 
sults in major transfer of customcTS to othcT sellcTS, his position ap- 
proaches pure competition. Thus, the more monopolistic the position 
of the firm, other things equal, the steeper the downward slope of 
the demand facing it. 

From the firm’s knowledge (estimate) of what the market will 

'' The special case of “pure competition” will be considered later in this 
chapter. 
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pay for varying quantities of its product, it is possible to calculate 
the marginal revenue, or the amount which an added increment of 
sales will contribute to increase the total receipts. Marginal revenue 
is thus determined from dtmiand. Tf a larger quantity can be sold 
only at a lower price per unit, marginal revenue shows whether at 
any point an increase in quantity sold will increase gross income, 
and by how much. If 1000 units can be sold for one dollar each, 
while 1100 units can be sold for $0.95 each, gross income in the first 
case will be $1000 and in the second $1045. The addition tf) the total 
income from sale of 1100 units rather than 1000 nnits is thus $45, and 
marginal revenue is $45 (when increments are measured in doses of 
100 units). 

But allhongh marginal revenue tells the firm what quantity of 
output will maximize its ^ros.s income, marginal revenue alone caii” 
not tell what quantity will maximize net income. For cost, the other 
determinant of net income, must be brought in. And for our present 
j)urpos(^s cost can usefully be measured onlv in tlie marginal sense. 
By definition the fixed costs of a firm are at any given time inde- 
pendc'nt of the quantitv of output; the variable costs do varv with 
quantity oF output. And if variable costs are measured marginally we 
get a picture ol the additions to total cost of production resulting 
from an increment to output. 

The firm which is choosing its optimum output (to maximize 
net income) will use the relations between marginal revenue and 
marginal cost. If bv sale of an additional quantity the addition to 
total 1 (‘venue is greater than the addition to total cost, n('t income 
will be increased. On the oth(T hand, if the addition to total cost is 
greater than the addition to total revenue, sale of an additional 
quantity will reduce net income. Thus, gi^am the conditions of de- 
mand and cost facing the seller, net income is maximized at that 
quantity of output where marginal revenue and marginal cost are 
equal. Let us set up a simple numerical example for a firm showing 
the variables which we have been discussing. 

It will be seen from the table that, if the firm produces 300 units 
instead of 200, the addition to total revenue will be $8 per unit or 
$800 for the increment of 100 units, while the addition to total cost 
will be $1.33 per unit or $133 for the incremental block of 100 units. 
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TABLE 24 Marginal Revenue and Marginal Cost of a Hypothetical 
Firm 


1 

2 

3 

4 

5 

6 

QUANTITY 

DEMAND 

TOTAL 

MARGINAL 

MARGINAL 

MARGINAL 

OF OUTPUT 

PRICE 

REVENUE 

REW.NUE 

REVENUE 

COST 


PER UNIT 


PER 100 units" 

PER UNIT*" 


]00 

$10 

$1000 

$1000 

$10 


200 

9 

1800 

800 

8 

$1.00 

300 

8 

2400 

600 

6 

1.33 

400 

7 

2800 

400 

4 

1.67 

500 

6 

3000 

200 

2 

2.00 

600 

5 

3000 

0 

0 

2.33 

700 

4 

2800 

—200 

2 

2.67 

800 

3 

2400 

—400 

—4 

3.00 

900 

2 

1800 

—600 

—6 

3.33 

1000 

1 

1000 

— 800 

—8 

3.67 


■ On the biisis of a marginal increment of 100 units. 

^ Average unit marginal re\ enue for increments of 100 units. 


The firm will thus receive a higher net income (by $667) by selling 
300 rather than 200 units. At an output of 500 units we find that pro- 
duction of the last 100 units has made tlu' same contribution to total 
revenue as to total cost, and production beyomi 500 units will add 
more to total cost than to total revenue. 

When the data of Table 24 are plotted on a diagram we see the 
same picture in a form which may lend itscH to clearer view ol the 
calculation. The point at which marginal revenue and marginal cost 
are equal indicates the quantity at which the scIUt inaximiz(‘s his net 
income. Any unit ol a (juanlilv less than 500 units will, if sold, con- 
tribute more to gross income than to total cost, and thus contribute 
something to net income. Any unit in excess ol 500 will add more to 
total cost than to gross income, and thus reduce net income below 
its maximum. We conclude, tht*refore, that this firm will maximize 
its net income by selling 500 units at a price- of $6.00 p(T unit. 

We have not mentioned the magnitude of total costs, which will 
of course be an important determinant of the magnitude of net 
income. The reason is that, no matter how great the fixed costs 
(which are not included in the marginal measurement of cost), the 
firm should sell 500 units. If fixed costs are so great that average 
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total cost per unit is higher than the price, it is evident that a net 
loss will be incurred. Even so, that net loss is minimized at sales of 
500 units at $6 per unit, for any unit less than 500 will add more 
to total income than to total cost and any unit over 500 will add 
more to total cost than to total revenue. 

We shall return to the analysis of price under monopolistic com- 
petition as summarized in the previous paragraphs as we proceed 



with discussion of tax incidence*. But what about the incidence of 
a tax on net ineome, with which this section is principally con- 
cerned? It is wt*ll to keep in mind two facts conctTiiing the net 
income tax. The first is that the tax is payable only when there is 
net income, and the amount of the tax is proportional to or progre^s- 
sive with the size of nt't income. The second is that some part of ad- 
ditional net income received is alwavs retained after taxes. Thus, 
there is alwavs more net income remaining alter taxes from a larger 
than from a sinalh'r ineome before taxes. With tliese facts in view 
we raise the question whether the firm subject to tax will be en- 
couraged to st‘ll a smaller quantity than that indicated by the inter- 

Plotted Iroin C^oluiiiiis J, 2, 5, and 6 of Table 24. 
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section of marginal revenue and marginal cost in order to obtain a 
higher price. If it does so, it lowers net income before taxes, pays 
lower taxes, and has less income remaining after taxes. Clearly, then, 
the true net income position of the firm is made worse if it reduces 
its quantity sold, and there is not good reason to expect either price 
or quantity to change after the tax is imposed.^^ 

When there is a respectable degree of competition among sellers 
in the market it is reasonable to assume that some sellers are selling 
at prices close to their higher costs, and are making very small profit. 
Such firms pay only very low if any net income taxes. An attempt 
by more profitable firms to shift the income tax forward in the form 
of increased prices for their brands would encourage a transfer of 
buyers from their brands to those of the less profitable firms which 
make no effort to raise their prices. The consequence to the formerly 
prosperous firms may well be a major reduction in quantity sold, 
which means a major reduction in net income. How serious this 
result will be depends upon the elasticity of demand, which is partly 
a function of the degree of competition. The existence of marginal 
firms is thus an added obstruction to price increases, though the 
central point is still that the firm is interested in the magnitude of its 
net income after taxes and not in the height of its price. 

How broadly the tax is applied may have some long-run effect 
upon its shiftability. The breadth of applicability has two aspects: 
(1) the breadth of geographical area covered by the tax, and (2) the 

There may be instances where income is so large that progressive rales are 
already high on tlie last units of income, and the firm is not encouragf'd to 
take on added production. In such a case the income remaining from addi- 
tional production is not, after taxes, sufficient to justify the effort required 
to increase production. Cases have been cited wliere motion picture actors 
liave refused to make an additional picture for tiiis reason. Such a case- is a 
special one, hf)we\er, of a single buyer and a single seller, and applies (if at 
all) in the infreijiient very high income brackets. And in the last analysis is 
it not a clear admission that the income tax cannot be shifted? Flse why 
should not the additional picture be undertaken at a ft‘e to the actor which 
will leave him adecjuate remuneration after ta\('S? 

We mention in passing the bare possibility that tax pressure on income re- 
maining may encourage the firm actually to move its (piantity sold back to the 
intersection of marginal revenue and marginal cost, but this assumes that the 
knowledge of its market and its costs is sharpened by the lax, or that maximum 
net income was not previously its objective. 
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extent to which incomes of whatever source are subject to taxation. 
If the tax were narrowly applied (in either sense), the long-run 
possibility of shifting would be increased, although in the short run 
the tax would not be shifted. For if the non-shiftable income tax is 
applied only to some incomes (those within a state or those within 
an industry) there is opportunity for more profitable use of the 
factors of production in other localities or in other lines of produc- 
tion. A gradual shift from the production of taxed incomes to the 
production of untaxed incomes would (other things equal), by con- 
centrating market demand upon the products of fewer taxed com- 
petitors, increase the demand for their products, and thus probably 
create higher prices. Thus, for the remaining firms, long-run forward 
shifting of some part of the tax may occur. However, this takes time, 
and taxes (particularly those temporarily of limited application) are 
but one of the changing variables in the profitability of enterprises. 
For this reason even long-run shifting of net income taxes is un- 
likely. 

Our treatment has so far run in terms of monopolistic competi- 
tion. To complete the picture we may considtT the incidence of a 
net income tax on the assumption that the firm operates in a purely 
competitive market. By pure competition we imply that the firm 
offers for sale a product which is wholly undifferentiated from those 
of oth(T firms— there is nothing to attach a buyer to A’s product 
rather than to that of B, and that there are so manv firms selling 
this undifferentiated product that no one of them by individual ac- 
tion can measurably affect the whole markf't supply. Clearly the 
condition of pure competition is an unlikely one in real life. But 
undcT such conditions the market price would be established at the 
intersection of market demand and market supply, as shown in 
Figure 5. The price P ($5) ‘"clears the market’’— i.e., the quantity 
which all sc'llers taken togc‘ther will offer at that price is identical 
with the cpiantity which buyers will take at that price. Any attempt 
of a seller to sell at a higher price would find no takers, since his 
product is not preferred to that of any other seller, and no seller will 
attempt to s('ll at a lower price because he can get $5 for eyery unit 
of his production. 

How, then, does this situation appear to the indiyidual seller 
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FIGURE 5 The Industry under Pure (Competition 


under pure competition who is anxious to maximize net income? 
The market sets the price, and his only choice concerns the quantity 
of his output to be offered at that price. Thus, the demand facing 
the individual seller is a horizontal line (see Figure 6) at the level of 



SHIFTING BY GENERAL CATEGORIES 317 

$5 per unit. Since the individual seller is so insignificant to the 
market, no artificial restriction of his output can raise the demand 
price and no possible expansion of his output can lower it. DD' in 
Figure 6 is not only the demand facing the individual seller; it is also 
the curve of his marginal revenue, for each additional unit sold at 
a price of $5 will add that much to his gross income. MC is 
the firm’s marginal cost. For any quantity less than 500 units, the 
contribution to gross income of any unit is greater than its contribu- 
tion to total cost. For any quantity greater than 500 units, the con- 
Iribution of the marginal unit to cost is greater than that to gross in- 
come. Therefore the quantity of 500 units at a price of $5 per unit 
will maximize the firm’s net income (or minimize net loss). 

We may thus draw the same conclusion with respect to the 
incidence of net income tax und(T pure competition as we drew 
concerning the more typical case of monopolistic competition. The 
tax changes neither marginal revenue nor marginal cost, and there- 
fore changes neither price nor quantity. The tax is therefore not 
shifted. But what of the long-run elfects of this incidence? Will 
not those firms which, because ol the incidence, are reduced to 
negligible net income after taxes withdraw from the market, thus 
decreasing total market supply and raising price? The answer must 
be in the negative if tlu' income tax is general, for nothing is to be 
gained by diverting the factors ol production into other lines of 
production. Ortainly the tax does not make other lines of produc- 
tion more remunerative than before. And further, the amount of the 
unshifted tax varies directly with tlu* size of net income; the less 
profitable the firm before taxes, the .smaller the tax, and marginal 
firms (making no profit) pay no net income tax. 

By way of gentTal conclusion, since the objective of the business 
will be to maximize net income after taxes, and since the factors 
determining optimum output (marginal revenue and marginal cost) 
do not change with the application of a net income' tax, the incidence 
of the tax is upon the income receiver. Forward shiiting through 
higher price could occur only with a rise in demand or a rise in 
marginal cost. There is no reason to expect that either would occur 
because of the tax. If the tax were shifted backward to the factors of 
production, a lowering of marginal cost would presumably occur, 
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increasing optimum quantity of sales and lowering market price. 
Shifting of the tax would then occur, as net income after taxes would 
be greater than it would have been if no attempt at backward shifting 
had been made. But what reason have we to expect that an attempt 
at backward shifting would be successful? If the factors could have 
been obtained at lower prices previous to the tax, why were they 
not so obtained? We must conclude that the tax confers no power 
upon the employer to hire factors at lower prices. We adopt, there- 
fore, the commonly held conclusion that taxes imposed on net income 
are not shiftable.^® 

We turn next to an analysis of the incidence of a tax imposed 
upon personal net income. If personal nt't income is received in the 
form of profits, interest, rents, or royaltic‘s, such income is clearly of 
the business variety, and the tax cannot he shifted for reasons al- 
ready stated. If personal income is received as salary or wages, it 
results from the sale of service to an employer. We shall search in 
vain for opportunities to shift such a tax to the employcT in the form 
of higher salary or wages, unless the tax is of limited api')licahility 
and workers are encouraged by the tax to seek einployinent in an 
untaxed area.^‘'' The productivity of the worker is in no wise' increast'd 
by imposition of the tax, and thus the employer’s ability to pay is 
not improved. And the low-income, tax-free income r('eei\(T will 
usually be found ready to move up the scale into a taxi'd income 
bracket, since his net income ev’(*n alter taxes would thus be im- 
proved. This competitive role is analogous to the rok' of the marginal 

Nta infrrqiu'ntly it is .slated or implied ihal, ^lule ii tii\ on indi\ iii'i.il net 
income i.s not shifted, a tax on the m-t im ome oi a eoiporation is shillefl to 
sliarelioldi rs. d lijs latti‘r is not .shilling at .ul. A di\ idend is not a piii-e, hut 
a distribution of ineoine to tliosi* entitled to it. If the ineideiiLi' of iht' ta\ is 
upon tlic corporation, it is ?/mo fado upon the owneis ot the eoqinralion. 
Their income from corporate owiu'rship is less that it would liave been be- 
cause th(‘ir coqioration could not shift tlie tax. 

Such a migratnin of workiTS eonld eoncei^ahly create a shortapt* in the 
taxed area which would result in hii^her salaru's and war^es, thus sliiftiiiLS; 
the tax to employers. UndiT modern Lircnmstanees’, liouevi'r, no sneli sit^uifi- 
cant shift is likely, for tlie tollowiinr reasons: ( 1 ) tlie (‘\isting conibinalion 
of eireinnstanees whieh cause liigli labor iinnnihililv, (2) the but that suel) 
migration would tend to reduce salaries and wages in tlu^ nntaxed area, and 
(3; the discouragement to inigiatioii inherent in the fact that an nntaxed 
area may not remain so. 
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producer in strengthening resistance to forward shifting of the busi- 
ness net income tax. It encourages the taxed person to refrain from 
attempts to shift the tax. We are forced to conclude, therefore, that 
personal income taxes have their incidence upon the income re- 
ceiver, and that as a general rule such taxes are not shifted. 

BEE END OF CHAPTER 14 FOR RECOMMENDED READINGS 



CHAPTER 14 


TAX INCIDENCE 

AND OTHER EFFECTS {continued) 


GENERAL CATEGORIES OF TAXES: 

ANALYSIS OF SHIFTING AND INCIDENCE {cOtlfinued) 

2. Taxes hnposed on the Ownership of Fropertij In 
discussing the incidence of this broad category of taxc‘S we arc con- 
fronted by a multiplicity of tax measures and taxed objc'cts. Wc 
here use the term “property” in a somewhat inappropriate manner 
to include both wealth (things) and indications of property rights 
to things (securities )d The justification lor this use lies in its 
similarity in meaning to that commonlv ascrilied to it in pro]ierty 
taxation. For purposes of our analysis, however, it is necessary to 
distinguish property used in production from property used for con- 
sumption. The former, since it is used to produce goods for sale, 
offers possible opportunities for forward shifting in the form of 
higher prices for those products. The latter offers no such op- 
portunities. 

Suppose a tax is imposed upon the owner of property used by him 
for purposes of consumption— e.g., a house, residcaitial land, an 
automobile, or jewelry. There is obviously no available price vehicle 
for forward shifting. But real possibilities do exist for backward 
shifting at time of purchase. The examples which we have cited are 

^ It should be evident that taxation of property rights to wealth in addition to 
taxation of the wealth itself constitutes double taxation of the same stream of 
income. 


320 
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all durable consumers’ goods, and we may expect capitalization of 
the tax to occur. For the maximum price which the buyer will pay 
must be determined by capitalizing a money valuation of expected 
net utility to be derived yearly, and in the calculation of net utility 
the tax must be deducted,- The price paid for the good thus 
is less than it would have been if no tax existed, unless through 
ignorance or lack of foresight the buyer neglects to anticipate 
taxes. 

It is important to emphasize that capitalization reduces the of- 
ferc‘d price below what it would have been and not necessarily below 
what it was. In a period of real estate inflation the payment of ex- 
cessive prict^s does not mean that taxes are not capitalized. The 
nioiK'y mc^asuremcnt of net utility to be derived from home owner- 
shij) is high. Thus “net income” is given a high valuation and the 
olftTcd price is high. But the price offered would be higher if there 
wf're no taxes on residential real estate, since net utilities would then 
be higher. It should be evident that taxes represent only one item 
in price determination; values may and frequently do change as the 
result of tax changes, but the most marked fluctuations in values are 
gene^rally due to other causes. 

Tax capitalization involves the backward shifting not only of 
current taxes but of anticipated future taxes as well. If tax antici- 
pations an' incorrect, there is no Iat«r vt'hicle available for redress. 
Thus if anticipations materialize, capitalization at the time of pur- 
chase shifts the tax for all time to the seller, and we have the curious 
consequence of the incidence of future taxes being upon a past 
owner. If future taxes are less than anticipated at the* time of capital- 
ization, there is net gain to the present owner at the expense of the 
pn'xa'oiis owntT. If future taxes turn out to be greater than anticipated 
at the time of capitalization, the incidence of the unforeseen taxes is 

“ Thv calcvilation of tlie not utility to bo dorivod from homo ownorsliip, for 
ovamplo, would typically b('gin with annual cost if the house wore to ho rented 
insload of piirohasod. The rent to bo paid would constitute the yardstick; 
ownership would bo preferred if annual cost including interest on investment, 
dopri'oiation, repairs, and taxes were loss than annual rental payments. The 
utility to tlie individual t)f hf)me owaicrship per sc might well justify higher 
annual cost. This consideration obviously affects the comparability of utilities 
to be rlerived from a rented as distinct from a purchased home. 
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upon the current owner, and will remain upon him through capitali- 
zation if he sells the property. 

A property tax imposed upon the value of a bond, note, or 
mortgage will typically be shifted backward to the extent of the 
fort^seeable tax. The lender of capital will determine his terms of 
lending on the basis of some tax expectation. If the tax as estimated 
for the future were 2 per cent on par value, and the lender were will- 
ing to lend at a rate giving him a net return of 4 per cent, the gross 
rate at which he would be willing to lend would be 6 per cent. 
Future taxes on his bond, note, or mortgage to the extent of 2 per 
cent annuallv will then be borne by the borrower,"^ and any ne^w 
and unanticipated taxes will be borne by the current holder of the 
taxed securitv. This sugg("sts that properly taxation of a residence 
and of the mortgage on the residence is one of the worst forms of 
double taxation. The residence owner pavs a tax upon the land and 
building, and its incidence is upon him unless the residence was 
purchased and the tax capitalized at that lime. The holdeT of his 
mortgage is also taxed, but the second tax is .shifl(‘d backward to the 
owner of the rtxsidence also. Thus, because of backward shifting it is 
simply not true, as manv states suppose, that owiu'rship of bonds, 
notes, and mortgages constitutes an abilitv to pav which can be 
reached by taxation of intangible property. 

Perhaps it is appropriate at this time to remind the reader that 
we are talking about the incidence of a tax (whert' the burden of 
its payment finally rests) and not about the whole range of tax 
effects. Avoidance of a tax is quite different from its shifting, for in 

^ We reiterate that if such taxes are general, so that all such investments are 
taxed er|Udllv, tlic tendency may be ftjr intcicst rales tu fall. Tlial is, to the 
extent that the quantity of sa\’ing is independent ui th(‘ inleresl return on in- 
vestment, market interest rates will fall. I’lms, tlie lender rt'lened to aliove 
might be willing to lend at 3% net because of an absence of net 4 % in^ estmenl 
opportunities. The gross rate at which he would lend would then fall to 5%. 
But this is not an equal di^'ision of incidence between borrower and lender; 
the capital i/ed tax is still shifted. Furthermore, it seems wise to consider this 
as backward shifting, even though the lender might be considered a seller 
and the borrower a buyer. On the other hand, it is perfectly, reasonable to con- 
sider the borrower a seller of a note, bond, or mortgage, which is the thing 
tax('d. Since resale of his securities by the original lender results in backward 
shifting, it is simpler to consider the original transaction to involve backward 
shifting. 
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the case of avoidance no tax is paid and no incidence results. Tax 
literature is replete with discussions of long-run “incidence” of prop- 
erty taxes which is not incidence at all as we have used the term. 
Suppose that a tax is levied upon the owners of houses. The inci- 
dence of this tax is upon them if there is no forward shifting (i.e., the 
owner lives in his own house). A long-run effect of this fact of in- 
cidence may be that investment of capital in houses is discouraged, 
that fewer new houses are built and those built represent a smaller 
investment. There may thus occur a diversion of capital to other 
lines, quite possibly (under static assumptions) reducing the margi- 
nal product of capital in other lines. And this will reduce the pro- 
ductivity of capital previously invested in those lines. Docs this 
mean that the incidence of a tax on dwelling houses is, in the long 
run, partially upon capital invested in manufacturing? The effect is, 
of course, important, but it goes beyond the problem of incidence 
as the term is here used, for it occurs through avoidance of the tax 
on dwellings; a potential dwellings tax not paid because the dwelling 
was not built can have no incidence.^ 

We have seen that taxes on property used for consumption pur- 
poses can be shifted only backward. Any tax not so shifted at the 
time of purchase of the property has its incidence upon the current 
owner. When property is used for purposes of production, an avenue 
for forward shifting is present. The goods and services flowing from 
taxed productive wealth are sold at ])rices which can frequently 
serve as the v^ehiclc for forward shifting. 

Taxes on the proprrfij of a producing enterprise are generally 
in the nature of a fix(‘d cost of production. Propertv taxes on land, 
buildings, and fixed equipment are clearly additions to fixed cost, 
although taxes on inventories of raw materials, partly finished, and 

The writer li:istens to ward nfi the charge tliat this is dismissal of a difficult 
prol)leiii hy too rigorous definition. But strict adlierence to definition is neces- 
sary if we an' to keep oiir bearings. Obviously tliere are many effects (and 
important ones) which result from taxes or the threat of taxes. And shifts in 
investment represent one class of such effects. The avoidance of tax-eneoiirage- 
ment to such shifts is possible by uniform treatment of wealtli in wliatever 
field invested. Tliis means taxation of all wealth or none, which is difficult in 
view of state boundaries. But in the confused welter of lax effects we shall 
be fortunate if we can trace out the cause and effect lines within the narrow 
bounds of incidence as here used. 
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finished goods contain elements of variable cost. By and large, how- 
ever, property taxes imposed upon business concerns arc so over- 
whelmingly of the fixed cost variety that we are justified in analyzing 
their shiftability in that light. 

If the firm is one producing under monopolistic competition, with 
more or less diiferentiation of its branded product from those of other 
producers, the problem is again that of determining the optimum 
quantity of output to maximize net income after taxes. Recalling 
our discussion in Chapter 13 we are forced to the conclusion that 
under monopolistic competition a tax which adds to fixed cost is not 
shifted forAvard, for no change in price or quantity sold will occur. 

This is true because no change occurs in the demand schedule 
(and therefore in marginal revenue), and no change occurs in 
marginal cost. This latter fact we shall elaborate more fully, since 
we have given little attention so far to the analysis of cost. We must 
distinguish fi/pcs of cost from measures of cost. There are two Ujpes 
of cost: fixed and variable. The former remain fixed in total amount 
with variation in output within the existing capacity of the plant; 
the latter vary with output. There arc likewise two measures of cost 
per unit of output: average and marginal. A\’erage imit cost is the 
total cost for a quantity of output divided bv the number of units in 
that quantity. We may have average fixed cost per unit, average 
variable cost per unit, and average total unit cost (total cost being 
the sum of fixed and variable costs). Marginal cost is the actual 
additional cost incurred in the production or sale of an addi- 
tional unit. 

Since marginal cost is an important determinant of optimum 
quantity under monopolistic competition, we shall analyze it further. 
If the first unit is the marginal unit— i.r., if we wish to measure the 
additional cost incurred in producing one unit rather than no units— 
the marginal cost is the sum of all fixed costs and tli(‘ variable costs 
of producing the one unit. But after the first unit, additional output 
will add to total cost of production only the variable costs incurred. 
It is important for our analysis to note that after the first unit pro- 
duced, marginal costs include no fixed costs at all. This being the 
case, a tax which increases fixed costs will not change marginal costs 
(after the first unit). Thus, we see that such a tax, since it changes 
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neither marginal cost nor marginal revenue, does not change the 
quantity sold or the price at which it is sold, and the tax is not 
shifted forward. The results of such a tax are shown in Figure 7. 
Since the tax affects neither marginal revenue nor marginal cost. 



the tax is not shifted forward, and the quantity sold (500 units) and 
the price ])t‘r unit ($0.00) remain as before the tax. However, since 
the incich'iiee of the tax is upon the s(‘11er, the result will he a de- 
crease of his net iucoincx Th(‘ curve ATUCh is the curve of average 
total unit cost before the tax. That is, it measures by simple arithmetic 
the avt'iagi' per unit of the C'ombined fixed and variable eosts. Since 
CE measurtxs avxaage total unit cost, tlien C.'E times 500 (the area 
CEOB) will give total costs of producing the quantity of 500 units. 
ATUCJo is the curve of averagt' total unit cost alter the tax, and C'E 
measures the average total mut cost of ])rodueing 500 units after 
the tax is imposed. The area (7EOB' rc'presents the total cost of 
production including the tax, and the area CC'B'B represents the 
amount by which net income has been reduced by payment of 
the tax. 
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The reader can apply the analysis developed in Chapter 13 to 
the incidence of a tax which increases fixed costs under conditions 
of pure competition. In the short run, the tax cannot be shifted, for 
it changes neither demand nor marginal cost, and thus neither price 
nor quantity sold. In the longer rim, however, the tax addition to 
fixed costs will make formerly marginal firms submarginal; i.e., will 
produce net losses to those firms which were formerly just breaking 
even. The consequence would normally be a diversion of productive 
factors from those firms into other lines, reducing market supply 
and raising price. Thus, in the long run, some forward shifting 
may occur. 

But what about backward shifting of taxes which increase fixed 
costs? Clearly capitalization can take place, as the firm which pur- 
chases capital goods will calculate the property tax as a cost of 
production. How completely the tax can be shifted backward by 
capitalization depends, of course, upon the resistance of the pur- 
chaser of the capital good to absorption of the tax as compared to 
the resistance of the seller to backward shifting. And this is a func- 
tion of the elasticity of dcanand of the buyer as comy')ared with the 
elasticity of supply of the seller. It is safe to assume that some capi- 
talization does typically occur, more when the supply of the seller 
of the capital good is relatively inelastic and its net-income-producing 
potentialities to the buyer are low, and less when the opposite condi- 
tions obtain. 

Our geneTal conclusion is that taxes in the nature of fixed costs 
of production are not shifted forward under conditions of monopo- 
listic cornpf'tition.'"’ If ])ure competition were to prevail, the same 
conclusion is v alid for the short run, though in the longer run the 

° We have eliosen to asstiine that lliere is little if any loiiL!;-run rednetion in the 
number ol fiinis LOiripetin^ inuler conditions ol inonopobstie eoinpetition. That 
is, firms [rc-nerallv an* receninr^ moie or lf*ss inonopul> piofits y^rior to imposi- 
tion of the tax Tlu* siuimfieaiiLe of tins assumption is that imposition of the 
lax, thoui^h it rednees monopolv piofits, does not so maikedly rediiee them 
as to cline firms from the in.irket. Thus, under our assiimyjtion tlu^re is no 
Inn^-run mtaeasi* in dcmiand facmL^ anv* firm If e assume that tht»ie are 
marginal firms (just breaking evxm) yirior to tlie tax, its imposition will, in the 
long 11111, dm e th(*ni from tlie market and inert^ase dt'imind faeing remaining 
firms. In siieh eireiimstaner*s t]u*re would be long-run forward si lifting, for the 
same n*asons that there will be long-run forward sbifling under pure com- 
petition. 
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demise of some firms will quite likely make possible some forward 
shifting by the firms remaining. On the other hand, some backward 
shifting will occur, by capitalization of the tax at the time of pur- 
chase of durable (fixed) capital instruments. The extent of backward 
shifting will vary in individual cases, depending upon the resistance 
of the seller as compared to that of the buyer. These relative powers 
of resistance to incidence will depend upon the comparative elastici- 
ties of individual demand and individual supply. 

3. Taxes Imposed on ProductUm or Sale of Goods, 
We deal in this section with the incidence of those taxes which are 
imposed directly upon production or sales. All sucli taxes are con- 
sid(‘red by the producer or seller as a cost of production, but the 
ilegree of shiftaliility will vary with the type of cost upon which the 
original impact of the tax is felt, and, as always, with degrees of 
pressure for and resistance to shifting, which vary with local and 
temporary market conditions. We distinguish three types of cost 
impact, determined by the nature of the tax measure: 

1. Taxes which are fixed in total amount, and thus become added 
fix I'd cost. 

2. Taxc'S whose' total amount varies with the quantity of jiroduction 
or sale, but are constant additions to variable cost p(*r unit. 

3. Taxc's whose total amount varies with thc' quantity of production 
or sale, but are varying additions to variable cost per unit. 

In the first category we include fixed-amount taxes such as prop- 
erty taxes or taxes of a fixed amount upon the privilege of doing 
business. Included in the s('cond cat(‘gorv are taxes of a fixed amount 
per nnit of output or sale, such as specific import duties (e.g., 42^ 
per buslu‘1 of whc'al ) or spc'cific exc'ises (c.g., 7c per package of 
twenty cigarc'ttes ) . The third category embraces those ad valorcjii 
duties or excises of which perhaps the most common example is a 
“2% retail sales tax.” 

We have analyzed the incidence of taxes of the first type in 
preceding paragraphs. If shifted at all in the short run they are 
shifted backward through capitalization, though in thc long run, 
particularly under conditions of pure competition, there may be some 
forward shifting resulting from the disappearance of marginal firms. 
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Our earlier analysis proceeded in terms of a fixed property tax, which 
is the most common example of such a tax. However, certain busi- 
ness taxes are of the fixed sum variety and most fees and licenses are 
of this type. 

Taxes of the second catef^ory are generally shiftable forward. 
For marginal cost is increased by a constant amount throughout the 
whole schedule, creating a new intersection of marginal revenue and 
marginal cost, and thus a new price and quantity. Since we are 
considering those ta\(\s which make a constant addition to variable 
cost (whether measured as an average or marginally), the marginal 
cost curve including the tax will be higher and parallel to the curve 
before the tax. The incidence of such a tax is indicated in Figure 8. 



Again we treat the typical case of monopolistic competition. The 
tax is assumed to be one dollar per unit, and this amount is added to 
fonruT marginal cost (MCj) to create a new curve of marginal cost 
including the tax (MCo). A new intersection of marginal revenue 
and marginal cost including tax is seen to result, with the conse- 
quence that a smaller quantity (ca. 457 units) and a higher price 
Po ($6.43) will now give maximum net income to the firm. But 
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P^, is not higher than Pi by the whole amount of the tax; the rise in 
price is seen to be slightly less than half of the tax per unit. The 
remainder of the incidence will be upon the seller, although his 
marginal costs will have fallen slightly through reduction in quantity. 
As quantity has been reduced, total costs have been reduced, and 
some disemployment of the factors of production has occurred. But 
we cannot say that the factors have borne a part of the incidence, 
since the lowered cost per unit is the result oi iulernal economies in 
the firm. That is, the factors are still paid going rates of remunera- 
tion, and cost of production of the marginal units is lower because 
of more economical combination of variable with fixed factors of 
production in the firm. The incidence is divided between buvers and 
sellers, though there are incidental (and economically important) 
tdfects upon the factors of production. It will be apjiarent that the 
steeper the slope of the demand curve for the product (the less 
elasticity of demand) the larger the share of the tax that can be 
shifted forward and the smaller the share that must be borne by the 
seller.^' 

Turning now to the case of a tax of fixed amount per unit of 
product under conditions of pure competition, we see (Figure 9) 
that supply for the market as a whole is decreased, cost of produc- 
tion per unit having been increased l)y the fixed amount of $1 per 
unit because of the specific tax. Demand remaining constant, the 
price increases from Pi to Pn, while quantity sold is reduced. By 
calculation we find that the market price increases from $5 per unit 
to $5.55. The demand line for the individual seller (P^igure 10) thus 
rises to the le\'el of $5.55 per unit. The intersection with demand of 
the firm’s new marginal cost curve, which is raised by the tax of one 
dollar per unit, is at 1^. The price will rise by 55^* per unit, and the 
firm will sell 440 units instead of the original 500 sold before the lax 

‘’In this analysis wc have chosc'ii to consider the tax as an addition to cost. 
t]xactlv tlic samp results w'onld be attained if wc were to assume that the tax 
reduced net demand prices by one dollar per unit, and thus marfrinal revenue 
by the same amount. The technique used i.s a matter of person. d preftTtmee; 
it seems morr^ real to consider a tax whose first impact is upon the producer or 
seller as another of his various elements of cost of production, llie demand 
schedide being an objective and external thing to him. There seems no better 
reason to consider the tax as affecting the “netness” of demand price's and not 
as additions to cost than to treat wages (for example) in the same manner. 
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FIGURE 9 Tax as C( instant Addition to Cost; the Industry under 
Pure Competition 



FIGURE 10 Tax as Constant Addition to Cost; the Firm under Pure 
Competition 

was imposed. It is to be noted, however, that although the rise in 
price (55^) is less than the amount of the tax per unit ($1), this 
higher price does cover marginal cost including the whole tax, and 
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thus explains why 440 units will be sold and not more or less. Never- 
theless the amount of tax paid to government on 440 units is $440, 
while buyers pay $242 more ($.55 x 44 O) for 440 units tiian they 
would ha\'e if no tax were imposed. We thus conelude that ineidenee 
is divided b(‘tween buyers and sellers, the former paying a higher 
price and the latter having less net inconu' remaining after taxes. 
^Ve must note that the seller’s decreased income is due partly to 
his assumption of a part of the incidence— i.e., profit per unit is less 
than it was before the tax— and partly to the decrease in quantity 
sold. Evidcaitly if market demand is less elastic a larger share of the 
tax will be shiited forward, while if it is more elastic a larger share 
of incidence is upon the seller. 

There remains lor consideration the incidence of taxes which are 
additions to variable costs, but are varying additions. We have sug- 
gested an ad valorem retail sales tax as a typical example of this sort. 
The amount ol the tax varies with the price of the product, and since 
norinallv the larger the quantity sold the lower the price per unit, 
the larger the quantity sold the smallcT the tax addition to marginal 
(variable) cost. 

Figure LI is a variant of Figure 8 , the only difference being that 
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MCo ill Figure 11 shows decreasing tax additions to marginal cost, 
while MC:. in Figure 8 shows the tax to be a constant addition to 
marginal cost. Figure 11 pictures our typical condition of monopo- 
listic c‘ompetitioii. MC^ is calculated on the assumption of a tax as 
10 per cent of selling price; the data are shown in Table 25 
below. 


TABLE 25 Monopolistic Competition: Tax 10% of Selling Price 





MAJIC.1NAL COST 

MARGIN AI. COST 

QUANTITY 

nr.M AND 

MAlltaNAL 

riUDRlC) TAX 

iNcaaiDiNt; tax 

SOCD 

riiic.E 

IIKVCNUE 

(xiCl) 

(mCs) 

JOO 

$10 

$10 



200 

g 

8 

$ 1.00 

$ 1.90 

300 

s 

6 

1.33 

2.13 

400 

7 

4 

1.67 

2.37 

500 

6 

2 

2.00 

2.60 

600 

5 

0 

2.33 

2.83 

700 

4 

-2 

2.67 

3.07 

800 

3 

-4 

3.00 

3.30 

900 

2 

-6 

3.33 

3.53 

1000 

1 

-8 

3.67 

3.77 


DetcTininatiou of the incidence of this type of tax follows exactly 
the same analysis as was used in the case ol a tax which is a constant 
addition to \'aiial)le cost. Tlie cpianlity sold afttT tax is less than 
bt'foi’f’, and ihe price somewhat higher. But the* price increase is 
something hxss than the amount of llit* tax, wliicli points to the* con- 
elusion that tin* incidence is .sh.ired between buyer and sclltr. Again, 
the less elastic the demand the greater the ]n' 0 ]iortion of the tax 
shilled forward, while the greater the elasticity ol demand the 
greater the proportion of incidenee remaining wnth the seller. 

The reaidia- can alter iMgiires 9 and 10 to repres(*nt taxes which 
are yarying additions to \ ariable cost under conditions ol pure com- 
petition. T]\c eoiiehisions are tin* same* as we lonnd in analysis of 
the incidcMic'e ol a tax which is a constant addition to yariablt* cost. 
Thc^ tax will, in the* short run, be partially shillc‘d forward and 
partially absorbed by the scBct, the extcait ol each depemding upon 
the elasticity of dc'inand for the product 
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A tax on gross income of a firm can be recognized as being of 
the type here discussed. As the typical demand slopes downward 
from left to right (larger quantities being taken only at lower 
prices), gross income normally increases less rapidly than does 
quantity sold. The tax calculated on a per unit of output basis 
is therefore in the nature of a decreasing addition to marginal cost 
as quantity of output increases. Thus, under monopolistic or pure 
competition the tax is partly shiftt‘d forward and partly absorbed 
by the sc*llcr, the exttait of each depending upon the elasticity of 
demand for the product. 

A gross income tax is the typical form of state taxation of regu- 
lated public utilities, and constitut(\s a special case. The fact of 
public utility price regulation admits that such highly monopolistic 
businesses are not allowed to exploit demand to the full extent. That 
is, regulation allows prices which normally provide something h‘ss 
than the maxunum possible net income under current demand condi- 
tions. But since under n'gulation it is desired to provadi' adequate 
net income to the public utility, l)iisiness taxes are an element of 
cost \\hich ar(‘ typically considered in establishing l(‘gal rates. In 
such a case the tax is completely shifted, the regulating authority 
allowing rates higher than it would have allowed if there were no 
tax. ClcMrlv this complete shilling occurs becaust' of the special 
circumstances in which pul)lic utilities are rc*slraiTi(‘d from maximiz- 
ing net income. Unregulated business, which is presumably already 
niaxiiiiiziug net income, meets far more vigorous resistance to for- 
ward shifting. 


Gr(\ss iiiutinie la\(\s actually occur largely in the field ol staU* business taxation, 
where a net iiieoiiie lax ini^hl he pielerred hut is not feasible beeause it would 
impose a major re\ision of hiisin(‘ss aceoimlmg systems. H a t.ix is on net iii- 
eome, it assumes that firms deterniiiie net iiieome by the same aeeouiitmg pro- 
cedures. (airj^oratioiis do ha\e comparable aeeoimtiiiii; .systems, partly because 
of the reipiiieiiM'Tils of the lederal eoipoiaiioii income tav, and net iiieome 
means the same tbiufr to one eorpoiatioii as it does to another. Ihit niLscel- 
laneoiLS unincorporated businesses follow \ aried LU eoimliiig proet dures, and 
some follow none at all. In such a c.ise it is iiitiMsihlc either to tuike the firm’s 
figure of net ineome or to recpiire all firm.s to adopt stamlard procedure’s. But 
since any business slioidd know its gross income it is reasonably saftj to take 
such a figure as the tax base. 



334 TAX INCIDENCE AND OTHER EFFECTS (CONTINUED) 


GENERALIZATIONS CONCERNING SHIFTING AND INCIDENCE 

Whether or not a tax can be shifted will depend upon 
the strength of the defe^ise which can be maintained against shifting. 
The strength of this defense is reflected in the elasticity of demand 
(forward shifting) or supply (backward shifting). In the case of 
forward shifting, inelastic demand is an indication of weakness of 
the d('fense. Since under inelastic demand increase in price would 
bring about little reduction in (jnantity sold, the consequences to 
the seller an* relatively slight. If de*mand is relatively elastic, an 
increase in price will bring forth a major d(‘cline in quantity taken, 
and the consequences to the sellers net income will be relatively 
high net income per unit but relatively low total volume of net 
income. Comparable stalements may be made with respect to back- 
ward shifting. If the clasticitj^ of supply is great, a lower price offered 
will greatly reduce* the quantity ()fler(‘d, and the lax will less likely 
be shifted backward than if supply is int'lastic. When a choice is to 
be made between backward and forward shifting, the direction in 
which tlie burden of the tax will b(* shifted will d(‘p(*nd upon the 
comparative resistance in the two directions. When the resistance is 
vigorous in both directions, the point of li'ast rt'sistancc may well 
be with the person upon whom the tax is first imposed, in which 
case it will not be shifted. 

The only categorical conclusion which we can draw is that the 
extent and direction of shifting depends upon the current situation 
in the market and that therefore generalizations without qualifica- 
tions as to the si lif lability of particular taxes are dangerous. Never- 
theless, in terms of the factors which contribute to the ability to 
resist shifting, and admitting of qualifications, the type of tax will 
be an important determining factor. Taxes on net income arc rarely 
shifted forward, and for the same reasons rarely shifted backward. 
Taxes which n*present additions to fixed costs are typically not 
shifted forward, excejit in the longer-run under the assumed condi- 
tions of pure competition. They may be shifted backward through 
capitalization when a vehicle for shifting is available; for example, 
a property tax may be shifted backward at the time of purchase of 
the property. Taxes which are a constant or varying addition to 
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variable costs are in most cases partially shifted forward and partially 
borne by the seller originally taxed. 

EXTERNAL INFLUENCES UPON TAX SHIFTING 

We have seen that the current condition of the market 
is an important determinant of the direction and extent of shifting. 
We have already indicated that the elasticities of demand and sup- 
ply are the important factors to be considered. What we may call 
the internal or inherent determinants of demand include the level 
of incomes and desire for the particular product. But there are 
several external determinants as well. These are the result of public 
policy, of the type of tax law, of customary prices, and of limitations 
upon administrative authority. It may well be, for example, that the 
use of the tax proceeds will affect the resistance to shifting. The 
proceeds of the processing taxes under the Agricultural Adjustment 
Act were used to pay benefits to farmers for reducing output. They 
were cash benefits which helped to stiflen the r(\sistance of farmers 
to sales at prices reduced by backward-shift(‘d taxes. The more 
successful the crop-restriction program the greater this resistance, 
and thus the greater the encouragement to forward shifting. It has 
been claimed that the use of gasoline taxes for road improvement has 
weakened the resistance of the motorist against forward shifting of 
these taxes in increased prices. The matter must be handled with 
care, however. To the extent that the motorist was willing to assume 
the burden because of the promise of road improvement, his re- 
sistance to forward shifting was weakened. But to slate simply that 
gasoline prices have risen along with the tax and the improvement 
of roads is not to prove forward shifting. The phenomenal advance 
of the automobile and the highway would almost certainly have 
brought about an increase in gasoline prices without the tax. The 
real question is, therefore, how much gasoline prices would have 
risen if there had been no gasoline tax. If they would have risen to 
present levels without a tax, then the tax has not been shifted. The 
essential point is that in this case the imposition of a gasoline tax 
is only one of many possible reasons for an increase in the price of 
gasoline. Nevertheless, considerable forward shifting can be assumed 
to have occurred, and it is clearly possible for tax revenues to be 
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spent in such a way as to reduce or to increase resistance to shift- 
ing.^ Public policy such as that which supports wage rates or labor 
unionization can make more difficult backward shifting to labor of 
certain taxes on business. 

The type of tax law can have real effect upon the shiftability of 
a tax. For example, the advertising or posting of prices less tax 
assists in the forward shifting process. The unsophisticated buyer 
decides to l)iiy on the basis of advertised or posted price, and does 
not freqiu'ntly change his mind when the tax is added. Likewise, 
the collc'ction of sales taxes at the cash register after parcels are 
wrapped helps to break down buyer resistanct' to forward shifting. 
The imposition of taxes upon some items while leaving substitutes 
untaxed strengthens rt'sistance to forward shifting of these taxes. 

The existence of customary prices in the market militates against 
forward shifting to the consumer. The custom of a five cent cigar, 
a five cent candy bar, or a dollar watch means that the seller stands 
to lose valuable good-will by raising his pricc.^ This is particularly 
true in cases where the price has traditionally been a small, round 
sum, or where the seller has stressed price in his sales campaign. 
To raise the price of what had come to be known as a “dollar watch” 
to $1.10 would have far more serious consequence's to dtanand than 
would raising the price of a $24.95 watch to $27.45, though both 
would represent a 10 per cent increase. And after the successful 
expenditure of inillion.s of dollars of advertising budget to sell smok- 
ing tobacco brcaitsc of its price, the seller will be extremely he.sitant 
to discard the good-will so engendered by raising the price to shift a 
new tax. 

Closely allied to the fact of customary price is the size of the tax 
in relation to price of the good. Tf the tax were* at the rate of 5 per 
cent imposed upon the manufacture of a good, this tax might well be 
shift(‘d forward. The manufacturer’s bulk price ff)r large quantities 
sold to wholesalers will generally permit of a percentage increase. 

** ObviciLsly if l.i\ levcniii's wl'il* rrtuniud by goxrmment to ibr* nri^iir.il ])aycrs 
as a bonus for ba\infi tbo laves, there would be lillle or no pressiiie to shift 
llieni in either diri'etion. 

* But the tax ean fretpiently be shifted forward just us effectively by reduetion 
of cpiantity or quality of the goods' content, so that tl»e five cent candy bar may 
be made smaller or of poorer quality. 
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But suppose at the retail level the commodity has been selling at five 
cents per unit, and the quantity commonly purchased at retail is one 
unit at a time. If the tax were completely shifted down to the retailer 
and he were to shift it on to the consumer, the retail price should 
be more than five cents and less than six cents. Jii such a case the 
retailer is frequently wist* to absorb the shifted tax himself, and to 
resist shifting to him so lar as is possible. 

The geographical coverage of the tax law can be an important 
determinant of shiftability. The administrative authority of a city 
or a state extends to the boundaries of that citv or state. In the nine- 
teen-thirties, when considerable variation in the le^'el of state gaso- 
line taxes exist(*d, one could travel from a low-tax state to a high-tax 
state without experiencing an immediate change in the price of gaso- 
line. If the tax had b(*en completely shifted in c*ach state, there would 
have bc*en an abrupt ehange in price as the state line was crossed. 
The fact that this was not the case indicates that resistance to shift- 
ing was gnxit, and was due to the availability of a lower-]:)riced sub- 
stitute (gasoline bearing lower tax) in a iieighl)()ring niarket. In the 
interior of the* high-taxed state prices were typically higher, b(*eause 
of insulation Iroin low-]iriee competition, and tin* Lax was almost 
comjdetelv shifted. At the border, where forward shifting was im- 
possible y^ilhoiit seriously reducing sales, it is n(*\Tn*thel('Ss iinlik(‘ly 
that any major share of the tax was borne by the individual retail 
distributor. The major share was typically borne by refiner-whole- 
salers, who were able to maintain gallonage nl output at r(‘tail only 
by quoting lower base prices to their retail distributors.^** 

The si/e of the taxed area will always alft*et shiftability of a tax 
on th(' production or sale of a eominoditv. When the good can be 
bought in nearby uutaxed markets, an attempt at forward shifting 
will meet vigorous resistance, caused by the availability of untaxed 

It would hr instnu'tivo to investigate the ofFoc't ii])Oti iho prico of gasoliiu* in 
stalo A wilt'll contiguous state B raised its gasoliiii' t:i\ rati'. RrtailfTs in B at 
tlio burdc'r foiild not pass on the ta\ increase witliont cxpcrjcncing st'rioiis loss 
of liusiiiess to retailers across the lint' in A. But B’s new tax does cliange con- 
ditions ill A. If the wholesale distributors lowcreil Base price's to absorb only a 
part of the tax applied to sales in state' B, they could conceivably raise base 
prices to sellers in A. If this were done, a part of the tax would be si lifted 
to consumers in both .stales. 
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compotiDjT goods. Although size of the taxed area does not typically 
affect the sliiftin^^ of inconie taxes or taxes on the ownership of 
property iis(‘d for consumption (r.g,, rc'sidences ), it does encourage 
the avoidance of these taxes by transfer of residence or the situs of 
taxable property 

OTHER EFFECTS OF TAXES 

Our analysis of tax incidence has procetnled in terms 
of a rigorons definition of incidence as only one segment of the total 
range of tax (dh'cts. Wi‘ have limited our meaning of incidence to 
tlie final resting jilact* of the burden of th(‘ amount paid to gov(Tn- 
mcTil:. Blit we liavt' also nolfal that then‘ are eflects otluT than in- 
cidence, and these' effects may be vastly more important in the long 
run than incidenc e ifsc'lf. Tlu'se “other (‘fh'c ts’’ we have ])rc‘vionsly 
classific'd as (1) those' (other than incidc^nce) creatc'd in the process 
of shifting, and (2) those' resulting from incidence'. 

ElJcrfs Creak'd in the Process of S/uy/irig When a 
tax is not shifted, it is e‘\ielent that elle'cls of this type do not result. 
But whe'ii a tax is shifted there are' typically conciirre'ut effects (other 
than incidence) of varying types. Assuming as typical a dt'inand 
curve which slopes downward from left to right, and a marginal 
cost curve slo]hng upward from h'ft to ri-rht ( increasing cost), for- 
ward shilting of a tax on a salable' good will rc'duce the number of 
units sold. This re'duction of quantity sold will decrease emplovment 
of some factors of production bv the firm. The dise'inplove d factors 
are clearly worse off immediatclv than they would be' if re'epiirc'd to 
bear a part of the incide'iice, and in the long run may experie'ncc 
lower income as a rexsult of their ge'iieral o\'e‘rsupply. 

Taxes may have important e'ffects upon the structure of industry. 
A general sales tax, which is imposed upon each transft'r of a good 
from one stage in production to anothe'r, mav we'll urge vertical in- 
tegration of industry. The fc'wer the transactions prie)r te) marke'ting 
the ('lid preidiict, the smaller the ameiunt eif tax to be inelueled in final 

Clear distinelion must he made be'luee'ii avtufUnuc and f’rf/.simi of ta\(‘s. I'he 
first is porfiellv li'i^al, plaemu; one in a position where' hi* is not legally liable 
for pavinent of d tax. Tlie latter is illegal, and means failure to pay a tax 
which is payable. A poll tax may he avoided by mos'iiig to a stale with no poll 
tax; it mav be evaded by keeping out of sight of the tax authorities. 
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price. To take an example, in the production of canned tomatoes, the 
tomatoes may be raised on a farm and sold to a caiiner. The canner 
may sell to a wholesaler, the wholesaler to a retailer, and the retailer 
to a consumer. If each stage in production were independently 
owned, there would be four price transactions from raw material to 
final consumption. If each of these transactions were subject to 
general salc'^ tax, the retail price would include four taxes, and each 
of the last three would be taxes computed upon prices including 
previous taxes. The complete shifting of such a tax would be iu- 
creasingly diilic ult as the retail level is approached, aud the pyramid- 
ing of such taxes could be avoided by integrating the ]:)rocesses into 
lew(‘r firms so as to reduce the number ol transactions. A retail 
grocery chain, bv owning its own truck gardens, canneries, and 
wholesaling facilities, would gain a retail prici' advantage over its 
independent competititors by eliminating all price transactions 
except the last, and thus being .subject to tax only once. Such in- 
tegration would be a clear ease of tax avoidance, making shifting 
easier or making the ineidcMiec easier to bear if the tax could not be 
shiftc'd. Clearly a general sales tax would create grc'at comparative 
advantage to integrated firms, and would be a strong force promoting 
further iutegratioii. 

Effects Rcsultinp^ frojii Incidence The fact of in- 
cidence itself sets oil a chain of potentially important effects. 
Avoidance of personal income taxes by changes in residence, and 
avoidance of projierty taxes by changes in the^ situs of property arc 
commonplace occurrences resulting from the fact of incidence— the 
only wav to avoid incidence is to get out from under the jurisdiction 
of the tax. But suppose avoidance is impossible, because the tax is so 
broad in coverage. Then the tax will be paid, and its incidence will 
be borne by someone. 

The first and obvious effect of tax incidence is the reduction in 
disposable income of the person upon whom incidence falls. This 
implies reduction of income available for individual consumption, 
investment, or hoarding. If the tax-bearer is a low-income individual, 
the effect is most likely a decline in his consumption, since what 
saving he does is largely imposed upon him by his circumstances and 
his outlook for the future. If the tax-bearer receives high income, 
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the tax will fall principally on saving. It does not follow, however, 
that total social consumption and/or investment will decline, for 
government may substitute its consumption and investment for the 
private decline. But if government were to use its revenue for debt 
retirement of the type which destroys money (reducing bank de- 
posits) the pflect of the tax would likely be a decline of social in- 
come. This may or may not be desirable, depending upon the current 
phase of the business cycle. 

Here again we see the logic of counter-cycle tax policy. When 
anticipations (and national income) are falling it is disastrous to try 
to balance the budget. For we see that taxes must be paid out of 
someone’s income, and the income receiver upon whom incidence 
falls will be reejuired to curb consumption or investment. Thus high 
taxation may urge a further decline in income.’- On the other hand, 
tax reduction increases the disposable incomes of those upon whom 
incidence falls, and can thus be expected to assist in reviving de- 
clining anticipations. In the boom phase of the cycle exactly the 
opposite results arc r('(piired. Heavier taxes curb inflationary antici- 
pations by reducing disposable income, while at the same time 
making possible a reduction in the geiuTal credit structure ( destruc- 
tion of new monev) through debt retirement. 

A tax .system capable of selective application is thus indicated for 
counter-cycle policy. And this means a system of taxes whose in- 
cidence is not widely dispersed— i.c., subject to dependable forecast. 
The personal income tax meets this r(*qnireinent well, since it is as 
a general rule not shiflc'd: its incidence is upon those upon whom 
it is imposed. And when .shifting does not occur, it is far moie 
possible to engineer the' desired results by adjustment in tlie tax 
measure itself. 
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PROPERTY TAXATION 


Pr()p(‘rty tiixos uro used only by state and local govern- 
ments in the United States. The eonstitutional prohibition of direct 
taxation by llu‘ fedcTal govermnent except on the basis of census 
enuineration would largely rule out fc'deral property taxation even 
if this tax field bad not been preempted by state and local govern- 
ments. Its revenue importance to state governments has shown 
marked decline*, as indicated in Table 26; it is no longer a major 
contributor to the revenues of the states. This is due both to the 
abandonment of state property taxation in several states and to the 
rise of other revenues at the state level. 

TABLE 26 Per Cent of Property Taxes to Total General Revenues 
(Excluding Grants) ^ 


YEAR 

ST \TES 

CITIES 

1915 

58.6 

62.0 

1921 

42.0 

66.2 

1925 

33.4 

66. 1 

1931 

23.2 

67.8 

1940 

6.9 

78.5 

1942 

4.6 

78.9 

1944 

4.2 

78.8 


^ Sources of sliitistics from wliich computations were made’; 

Stales: ] 9 15-1940 BurcMu of tlic (](‘iisiis. Financial Slatisfirs of States; 1942, 
lliiUMu of the C’eiiMis, Stale Finances, 1942; 1944, Slate Finances, 
1944. 

Cities: lOl.^-RMO, Bureau of the Census, Financial Statistics of CAties; 1942, 
Burciiu of the Censu.s, City Finances, 1942; 1944, City Finances, 1944. 
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Oil the other hand, as the table shows, the property tax is not 
only the revenue mainstay of cities, but it is increasing in importance. 
This may be due partially to greater inclusivencss of the statistical 
coverage in the table, but is undoubtedly significantly related to 
withdrawal of the states from the property tax realm in favor of 
local governments. Were the figures available to include county and 
other local governments and smaller cities and villages the signfi- 
cance of property taxes to local governments in general would ap- 
pear even greater. 

State revenues from the property tax have recently declined both 
absolutely and in relation to other revenues. In 1942 state propertv 
tax revenue was almost exactly equal to that eolli'cted in 1915, 
though it was little more than half that collected in 1931. The decline 
in importance is particularly striking relatiA'c to other revenue 
measures. State revenues since 1930 show principal dependence 
upon sales taxes, excises (principallv upon gasoline, liquor, and 
cigarettes), payroll taxes, and business taxes. Out' of the most signifi- 
cant facts of public finance in the last quarter-century has been the 
replacement of the property tax at the state le\el by other measures. 

The property tax is oiu' of the old(\st lorms of taxation. And it 
is still an important element ol the American tax system. In 1941 it 
produced about one-fourth of combined federal, state, and city tax 
revenues.- At the same time, there is little to recommend the prop- 
erty tax on grounds of theory, and in practice the quality of its ad- 
ministration throughout the country varies from indillerent to bad. 
In short, it is a bad tax made worse in its eJhxls by poor ad- 
ministration. 


STEPS IN ADMINISTRATION OF THE PROPERTY TAX 

There are four steps in administration of the property 
tax: assessment, equalization, apportionment, and collection. We 
shall discuss each of these steps at some length, to show something 
of the types of problems which arise and the quality of administra- 
tion to be found. We postpone analysis of the theory until later in 
the chapter. 

^ See Tabic 23. Were it possible to include revenues of small cities, towns, 
\illii^cs, and county governments, tlic proportion would be somewhat higher. 
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Assessment The tax base in property taxation is the 
assessed value of the property against which the tax is levied, and 
the amount payable is this base times a flat tax rate. The first step 
is to determine the value of taxable property— i.e., to assess it. The 
assessment function involves two steps: (1) bringing taxable prop- 
erty into the tax rolls, and (2) placing a value upon it for tax pur- 
poses. Neither of these steps is as simple as might be assumed. 
Bringing taxable property into the tax rolls involves knowledge on 
the part of the taxing authorities that such property exists. The 
typical practice has been to depend upon the taxpayer himself to 
report items of taxable property. This method makes unnecessary 
detailed search by the assessor, but leaves wide openings for tax 
evasion. 

The personnel requirements of annual assessment at the site by 
a representative of the assessor s office are typically too great. Most 
assessment is therefore done at the assessor's desk, by copying the 
return of the previous year. It would appear that real property (land 
and buildings) could be brought into the rolls with little escape. 
Nevertheless, careful investigations have quite uniformly turned 
up fairly large tracts of land which had previously entirely escaped 
assessment. Comparison of aerial survey photographs with tax maps 
offers a useful method of bringing real property into the rolls. But 
the problem of bringing real property into the tax rolls is minor 
compared to that with respect to movable personal property. We 
may distinguish two types of personal (movable) property: tangible 
and intangible. Tangible personal property includes machinery, ma- 
terials, furniture, clothing, jewelry, and the like; in short, all tangible 
things except land and buildings, which are classed as real property. 
Intangible personal property includes securities and bank deposits, 
and such intangible assets as “good- will” and patent rights.^ 

How nearly possible is it to bring tangible personal property 

^ The reader will do well to realize that not all property tax laws contemplate 
taxation of all real, tangihle personal, and iiitanj^ihlc" personal property. The 
exemption or special treatment of some items of property in particular tax laws 
may result from rt'cognition that in theory a “general property tax’* under the 
“uniform rule” is undesirable, or far more likely that reasonably good admin- 
istration of the “general property tax” is impossible. We shall discuss this mat- 
ter later in the chapter. 
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within the cognizance of assessors? A good job would involve a much 
larger corps of investigators than is usually available, much greater 
determination on the part of assessing officers than is typically the 
case, and legal authority to enter premises and conduct a thorough 
search. Experience has shown that the gains to the taxpayers from 
evasion are so great, and the likelihood that evasion will be detected 
and punished so small, that dependence upon the property owner 
to report his holdings is highly unsuccessful. Likewise, experience 
has shown it to be infeasible to provide assessors with sufficient 
personnel and sufficient power to do the job without dependence 
upon self-reporting.'^ The consequence is that a large proportion of 
tangible personal property escapes taxation through evasion, and the 
tangible personal property tax falls heavily on business concerns 
whose property is readily included in the rolls and upon those un- 
fortunate individuals who are burdened either with a vigorous con- 
science or a groundless fear of legal consequences. It should be 
added, however, that some items of tangible property offer little 
opportunity of escape from the tax rolls. The ownership of automo- 
biles, for example, is easily detected because state motor vehicle 
registration records are available to assessors. Where licenses to own 
or operate items of tangible property are required, such property 
typically represents a major portion of the base of this tax. 

The problem of evasion is generally even more serious in the case 
of intangibles than in the case of tangibles. The assessor cannot 
walk ( or drive ) down the street and see them, and voluntary report- 
ing can be evaded with the greatest of ease, except in the case of 
local bank deposits. The industrious assessor can thus make a good 
record in including real property in the rolls; he will be largely un- 
successful with respect to tangible personal property (with the ex- 
ception of some items), and almost wholly unsuccessful with respect 
to intangibles. 

But bringing property into the rolls is only the first step in 
assessment. If property is to represent the tax base, some value for 

** In a few instances, states have used “tax inquisitor laws” wliich give the 
assessor the right to search. Use of this power, however, makes the job of the 
as.sessor an unpleasant one, especially if ne is an elected official. Further, such 
laws arc highly unpopular, conflicting with the principle that “a man's home is 
his castle.” Such laws have thus been both short-lived and ineffective. 
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tax purposes must be placed upon it. The only true value of a thing 
is the price it will bring in the market. But most taxable property 
is not for sale, and thus has no objectively determinable value. The 
value of a merchant’s inventory of goods for sale is easily determined, 
but partly manufactured goods, much real estate, and most used 
consumers’ goods require pure estimate on the part of the assessor. 
Much litigation therefore has arisen over assessed valuation, and 
much more would arise if general imderassessincnt did not occur. 

Property tax laws typically require assessment at some propor- 
tion of ‘ true” value. Where the property is not for sale by a willing 
seller to a willing buyer, some substitute for “true” value is required. 
But this substitute for true value is not true value, and the taxpayer 
would thus in many eases have recourse to judicial review of the 
assessment. Under conditions of general underassessment, however, 
judicial review might well raise the assessment rather than lower 
it. This is true because when the judicial spotlight is thrown upon 
the particular assessment it may be clear that, although the assess- 
ment under consideration is high in relation to others, it is low in 
relation to the level of assessment required by law. It is thus fre- 
quently desirable to let well enough alone, and to accept existing 
inequity in assessment as the lesser of two possible inequities. One 
reason for underassessment is to avoid litigation. Another will be 
discussed in connection with equalization. 

Intangible property by and large lends itself to valuation more 
simply than either of the other two classes. There is, of course, 
no problem in placing a true value on bank deposits. Many stocks 
and bonds offer regular market quotations, while other stocks, bonds, 
mortgages, and even good-will, patent rights, etc., have a calculable 
book value which is reasonably dependable for tax purposes. The 
chief assessment problem with respect to intangibles consists there- 
fore in bringing them under scrutiny, not in attaching a value to 
them. 

Tangible personal property, because of its miscellaneousness, is 
most difficult to value for tax purposes. Standard trade-in values 
typically exist for used automobiles, and their rule-of-thumb valua- 
tion is not difficult. But most other items in this property class lack 
standardized used market values and require expert appraisal. The 
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small amount typically reported, however, makes the employment 
of expert appraisers impracticable, and the typical appraisal is a 
rough guess generally erring on the low side. For this class of prop- 
erty we find a high degree of evasion and a low degree of expertness 
in determination of value for tax purposes. 

Real property escapes inclusion in the tax list only with difficulty, 
and being more or less homogeneous in nature is subject to com- 
parison with actual market prices and to slide rule methods of valua- 
tion. For these reasons the property tax has come to be in fact very 
largely a real estate tax, whether or not the law has kept pace with 
tax practice and olfered exemption or other special treatment to the 
other classes of property. 

What possibilities exist for improvement of property tax assess- 
ment? The first requirement would seem to be outright exemption 
of those classes of property which defy cither inclusion in the rolls 
or simple and objective processes of valuation. This would mean 
almost complete exemption of tangible and intangible personal prop- 
erty. When the degree of evasion is admittedly high it is generally 
the better part of discretion to make it legal by exemption. This 
removes the premium upon disobedience of law and the penalty 
upon the law-abiding citizen. The sacrifice of revenue wcadd be rela- 
tively small, while the danger inherent in the probable carry-over 
of the propensity to evade from a poor tax to a gooel one is consid- 
erable. The morale effects upon taxpayers in general ol retaining a 
disreputable tax may easily carry over into other tax fields, so that 
the continued encouragememt of evasion-morality by the property 
tax may have serious repercussions upon the administrative effective- 
ness of, say, the income tax. 

Wholesale evasion of tangible and intangible personal property 
taxes has long been recognized. The solution to the problem lies in 
exemption. But the states have shown considerable reluctance to 
take this drastic step, partly because of unwillingness to sacrifice 
even a small amount of revenue, partly because of the belief that 
property is property, whether real or personal, and partly because 
exemption of personal property would give legislative sanction to 
discrimination against real property. Consequently they have alter- 
nated between the policies of the carrot and the stick, at times at- 
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tempting to entice intangibles into the rolls by special low-rate treat- 
men (thus narrowing the gap between the gain from evasion and the 
penalty of prosecution), and at other times increasing penalties for 
evasion or arming assessors with search warrants. The policy of the 
carrot has produced little additional revenue and has reduced 
evasion but little. The policy of the stick has been equally unsuccess- 
ful, while generating now antagonisms toward government. 

Exemption of certain items of property from taxation does not 
represent a radical departure from traditional tax practice. States 
have typically provided exemption of a minimum amount of prop- 
erty (c.g., a round sum exemption of combined types of property 
or exemption of minimum amounts of separate categories of prop- 
erty such as furniture, musical instruments, etc.). Traditionally a 
special exemption has been granted to war veterans. These exemp- 
tions follow from the principle of an untaxed minimum of sub- 
sistence or the principle of the continuing bonus. Government prop- 
erty is generally exempt from taxation, for obvious reasons. Property 
used by non-profit charitable, educational, and religious organiza- 
tions in the direct performance of their functions has always been 
exempt from taxation. Three reasons have been given for this. The 
first is that these arc functions which government would be required 
to perform if private agencies did not, and a minimum of govern- 
ment assistance can be gi\en through tax exemption. The second is 
that the performance of their functions by these private agencies 
actually increases the capacity of other property to pay taxes, and 
thus exemption is no burden upon taxed property. (It is difficult to 
sec why a railroad or any other economically desirable concern 
could not justifiably use the same argument.) The third reason is 
that, being non-profit organizations, they possess no net income and 
thus no capacity to pay taxes. (Any unprofitable business concern 
might well claim exemption on the same grounds.) The first of these 
reasons is the controlling one, although the traditional financial diffi- 
culties of most such organizations probably justify a departure from 
strict logic in the public interest. 

In latrr discT..s.sion of the theory of property taxation we shall show that justice 
(in addition to expediency) requires exemption of intaiigihles from property 
taxation. 
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The second requirement for improvement of assessment is to 
provide for more centralization of assessment than now exists. The 
state should exercise active cognizance over local assessors, whether 
elected or appointed. This means far greater emphasis upon uni- 
formity in techniques, and particularly far greater uniformity in the 
proportion of real value at which property is assessed. Competitive 
underassessment is destructive of justice among taxpayers in dif- 
ferent assessment districts. 

The third requirement for improvement is to eliminate a great 
deal of fossilization, both in assessment personnel and in assessment 
procedure. This latter becomes much more possible if the classes 
of property (tangible and intangible) which cannot be assessed 
properly are given complete exemption. Then the tax becomes a 
real estate tax, and taxable property can be brought into the lists 
by industrious searching on the part of the assessor. Once all taxable 
real property is listed the problem of valuation can be reduced to 
formula. In some cities “scientific assessment” has been developed 
to a point where it is both easily administered and amenable to 
proper adjustment. Scientific assessment implies the development 
of formulae by which the assessed value of a piece of property can 
be determined simply, and yet is subject to change with variations in 
market value. 

The Cleveland system, for example, provides for the assessment 
of urban land by the multiplication of a front foot value factor by 
the frontage of the lot. This is then qualified by a depth formula 
for lots of varying depth, a triangle formula which allows adjust- 
ment for lots of irregular shapes, and a corner influence formula for 
coiner lots. The formulae are themselves derived from actual sales 
of land which indicate corner influence, depth influence, and shape- 
irregularity influence upon market values. Once determined, these 
formulae are subject to little change over long periods. The factor 
which does change, however, is the value of the location per front 
foot. Constant observation of changes in site values is required to 
keep the front foot factor up to date. Buildings are assessed by the 
multiplication of floor area by a square foot factor. This factor varies 
with different types of buildings and with different kinds of con- 
struction. The formulae, however, are developed from data of actual 
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costs of construction, and the square foot factor is subject to change 
with building values. The assessed value of a piece of real estate is 
then the sum of the formula-determined land assessment and the 
formula-determined building assessment. 

Under such assessment procedures, three types of assessment 
personnel are required: researchers to keep the formulae and factors 
up to date, “outside men” to gather original information as to di- 
mensions and types of property and to record improvements or 
changes in particular parcels, and clerks who will apply the formulae 
to the property description to determine the assessment. Possibly 
only the large cities can afford such a staff. But there is no reason 
why the state cannot perform much of this service for its adminis- 
trative subdivisions. There are two fundamental requirements for 
such a change. The first is determination to correet as many of the 
present abuses as is possible. This means a change in attitude from 
hopeless surrender to a bad tax badly administered. The second is 
introduction of realism into tax laws. Such scientific assessment does 
not tell what the actual value of a piece of property is when that 
property is not for sale. It merely determines a tax base which is a 
reasonable and equitable substitute for a true value which is un- 
known. And property tax laws should recognize this fact realistically. 
They too frequently call upon the assessor to perform an impossible 
task— to assess at true value when true value cannot be determined. 
In the field of public utility regulation a similar problem has been 
met. Clearly the true “value” of public utility property depends upon 
the rates which the regulatory commission will allow. It is absurd, 
therefore, to use the “value” of property to test the adequacy of 
rates. The circle is broken by the adoption of a useful “rate base” 
independent of value. Similar adoption of a fair “tax base” is re- 
quired, without insisting that it be identical with “true value.” 

Our discussion of improvement in assessment should not be 
taken as an indication that if properly administered the property 
tax is a good tax. Wholly apart from the question of its theoretical 
desirability as a tax measure, however, it is likely to be with us for 
a long time. Our analysis of its theoretical foundations will point 
out that it is a very bad tax indeed. Nevertheless inertia is a power- 
ful factor in preventing an identity between what might be and 
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what is. If we are going to live with a bad tax, the least we can do 
is to raise the quality of its administration to the highest possible 
level. 

Equalization The purpose of equalization is to iron 
out injustices in assessment. It is in line with democratic procedure 
to provide some appeal from the assessment to permit judicial de- 
termination of its fairness. Boards of review or equalization exist in 
all property-taxing jurisdictions, to hear the complaints of property 
owners dissatisfied with their assessments. Since the city tax rate is 
applied to assessments appearing on the grand list of the city, a city 
board will pass upon the justice of local assessments. Since the 
county tax rate will be applied equally to all assessments in the 
county, dissatisfaction may arise over the relative levels of assess- 
ments in two cities in the same county. Hence, there must be a 
county board of equalization. And the state, if it employs a property 
tax, will likely apply its tax rate equally to all assessments in the 
state, and thus a state board is required. When different govern- 
ments tax the same property, they do not assess independently. City 
or town government does the assessing (by districts if the city is 
large enough). City grand lists are made up of combined assessment 
district lists in the city. County grand lists are made up of combined 
lists of all towns (townships) in the county. And the state grand 
list combines the county grand lists. Since one assessment serves 
for all participating governments at various levels, inequality in 
standards of assessment may occur. Thus, provision must be made 
for review of assessments at all levels. 

The service of equalization is not, however, of much significance 
in practice. In some states the property owner has no recourse to 
review unless he has voluntarily made his return. This provision is 
designed to encourage voluntary listing, since the failure to list sub- 
jects the offender to arbitrary assessment without recourse. The 
principal reason why boards of review have little work to do is that 
when there is general underassessment it is dangerous to request in- 
vestigation. Suppose that state law requires that all property be 
assessed at 100 per cent of true value. Suppose that in city A 

® Much more effective in encouraging voluntary listing is a tax penalty payment 
for failure to list voluntarily. 
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property is generally assessed at 70 per cent of value, while in city B 
the level is 50 per cent. So far as the state tax is concerned, property 
owners in A are required to pay more heavily per dollar of actual 
value than are those in B. But if the property owner complains to 
the state board of review he may find that his assessment is raised 
to 100 per cent, while those of others in cities A and B remain as 
before. In such a case he would pay more heavily after review than 
if he had made no complaint. 

It may be asked why underassessment occurs so generally. The 
first reason is that underassessment forestalls complaints. If the 
assessor is required to guess at a proper assessed value it is safer to 
guess low and not be required later to substantiate his guess in 
terms of “true value.” In addition, there are political advantages in 
not only assessing low, but below the assessments in other districts. 
If the assessor is elected to office there may be a real urge to per- 
form favors for those who elected him. If assessments in city A are 
below those in city B, it makes no difference so far as city taxes are 
concerned how far property in A is underassessed.'^ But in county 
and state taxation greater underassessment in A reduces the county 
and state tax bill to property owners in A. And if the assessor is 
appointed to office it may be a policy of the administration to keep 
assessments low relative to those in other areas, and for the same 
reasons as are given above. 

Apporiionrnent We have hinted several times in 
previous discussion at the nature of apportionment. It is the process 
of determining the rales of property tax to be imposed by various 
levels of government upon a given piece of property. When assess- 
ment and equalization are completed, it is possible to determine the 
proper tax rates to be applied by various governments participating. 
Each government knows how much it wishes to raise by property 
taxation, and each has its grand list. When the former is divided by 
the latter, the result is the tax rate. Let us follow the process in 
tabular form. 

This is true because the lower the general level of assessment, the higher the 
tax rate must be in order to raise the required revenue. So long as assessments 
within a city are at a uniform level, so as to avoid discrimination between 
parcels of property, it makes no difference whether assessments are low and 
tax rates high or assessments high and tax rates low. 
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TAXING GOVERNMENT 

City A 
County 1 

(includes City A) 
State I 

(includes County 1) 


GRAND LIST 
(Assessed value 
of property) 

$ 50,000,000 

200,000,000 
1,000,000,000 


Total tax rate on property in City A 


DESIRED TAX RATE 

REVENUE (1 Divided hy 2) 

$1,250,000 25 mills (2.5%) 

80,000 4 mills (.4%) 

4,000,000 4 mills (.4%) 

33 mills (3.3%) 


Property in city A will pay 33 mills (3.3%) per dollar of assessed 
valuation. Actually our example is oversimplified, and particular 
parcels of property in city A may pay considerably more. There may 
be special district (school district, fire district, sewer district, etc.) 
property taxes imposed as special assessments and included in the 
annual tax bill. The tax rate which any government may apply will 
depend upon the property tax revenues required, the amount of tax 
delinquency which may result from given tax rates, and legal tax 
rate limits imposed upon it. Clearly, however, the amount of tax' 
payable depends as much upon the assessment (tax base) as upon 
the tax rate. The level ot assessments in practice is therefore as 
significant a datum to the prospective property owner as is the level 
of tax rates. 

Collection The final stage in administration of the 
property tax is that of collection. Once apportionment is completed 
and the rates determined for various gove'rnments and districts, tax 
bills can be forwarded to property owners. Evidently the ease of 
collection depends upon the burdensomeness of the total tax in 
terms of ability of the property owner to pay. And this will depend 
upon how heavy the tax is in terms of the income from property, 
which in turn depends upon the correctness of assessment, the 
adequacy of equalization, and the height of the tax rate. 

If assessments are not adjusted to the decline in true values in 
depression periods, a high proportion of delinquency will follow. 
It is here that we see clearly the nature of the fiscal problem result- 
ing from a combination of heavy local dependence upon the property 
tax and debt limitation. In business depression, property values fall 
because the income from property falls. This calls for reduction in 
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assessed valuations without (in the majority of cases) opportunity 
for increase in tax rates. If the basic functions of local governments 
plus the unusual relief functions of depression are to be maintained, 
deficits are inevitable. The enforcement of debt limits means that 
expenditures must be reduced to conform to the reduction of prop- 
erty tax revenues. Inelasticity of local revenues goes a long way to 
explain why the financing of the basically local function of relief 
was necessarily taken over by the federal government in the early 
nineteen-thirties. 

Tax delinquency is an embarrassing fact for government to face. 
It frequently involves eventual foreclosure of property for unpaid 
taxes, giving government title over property for which it generally 
has no use. The taking of private property for tax debts is an action 
which government would like to avoid. There are two ways of avoid- 
ing it: cither allowing delinquency to continue indefinitely without 
foreclosure action, or adjusting assessments and tax rates to the 
changing ability to pay. The first obviously does not solve the long- 
run problem, and encourages delinquency on the part of those who 
otherwise could and would meet their tax obligations. The second 
clearly is the only satisfactory long-run solution, though some de- 
linquency will occur even under the best conditions of assessment 
and apportionment. If the steps of assessment, equalization, and 
apportionment were properly taken, most tax delinquency would not 
occur. If there were more elasticity in local tax systems, and par- 
ticularly in local fiscal policy, a principal barrier to assessment re- 
vision and reasonable rates would be removed. Then a vigorous 
delinquency policy could be adopted without hardship to taxpayers 
and without great embarrassment to government. 

THEORY OF THE GENERAL PROPERTY TAX 

The “general property tax” contemplates taxation of 
all items of property— real, tangible personal, and intangible— at a 
uniform rate and at a uniform percentage of true value. It is fre- 
quently referred to as property taxation under the “uniform rule.” 

In the essentially simple local economies in which property 
taxation was nurtured, ownership of property was, and could be 
with reasonable accuracy, taken as a satisfactory index of ability to 
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pay. As the economy has become more complex, it has become a 
very bad index. For ability to pay is measured basically in terms of 
income, and there is very poor correlation between the amount of 
income and the amount of property owned. The production of in- 
come in some lines (c.g., manufacturing) requires the use of a con- 
siderable amount of wealth. But the production of income of com- 
parable size ill the professions requires relatively little wealth, The 
comparison suggests that the property used in production measures 
only very inaccurately the amount of income produced. 

Further, the disposal of income reflects very inaccurately the 
size of that income. Some may prefer to spend income upon durable 
things ( c.g., estates ) which represent large property tax bases. Others 
may prefer to purchase securities, whose taxation as property is 
contemplated by the uniform rule, but the difficulty of whose assess- 
ment means almost complete escape. Still others may prefer a high 
level of current consumption of nondurable goods and services, 
which results in the ownership of relatively little property for tax 
purposes. 

Finally, the ability-to-pay principle implies the existence of 
available income for tax payments. The large family should have a 
large house, and yet the capacity to pay taxes is clearly not indicated 
by the size (assessed value) of the house. So long as property owner- 
ship is taken as an outward and objective indication of ability to 
pay, different treatment of individuals with the same assessed value 
of property (but quite diflerent taxable capacity) is impossible. 
Fundamentally, the trouble arises because ability runs in terms of 
income, and there is no close relationship between the amount of 
property owned and the amount of income. 

In a simple agrarian economy where income is mainly income 
from wealth, reasonable justice in terms of ability to pay can be 
accomplished through the taxation of wealth. With the increased 
complexity of the economy it was hoped to eliminate inequities by 
taxation of intangibles uniformly with wealth. The results have not 
been good. However, rather than exchange the tax for something 
better the line of less resistance has been to change the justification. 
Consequently, justification for the property tax has come to run 
principally in terms of benefit. 
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Let us see how well the benefit theory justifies property taxation. 
The typical modern apology for the property tax lists such benefits 
as police and fire protection, streets, sidewalks, sewers, garbage and 
snow removal, and public education, as representing peculiar bene- 
fits to property. Undoubtedly benefits do accrue to property from 
these services. But can any equation be set up between the benefits 
to a particular piece of property and the amount of taxes it pays? 
We have previously justified special assessments upon property 
when the cost of a peculiarly beneficial improvement enhances 
property value by at least as much as allocated cost of the im- 
provement. Special assessments assume allocable benefits. What 
benefit therefore remains to justify the regular annual property 
tax? 

In 1944 approximately 80 per cent of total city revenue (exclu- 
sive of grants) was derived from the property tax. On the other 
hand, approximately 80 per cent of total expenditures of these same 
cities was for functions whose cost can hardly be identified with 
particular pieces of property. The important items of expenditures 
of cities in 1944 were education, debt service, public welfare, and 
police, in that order. Only the last of these can be claimed to have 
important direct beneficial effects upon property per sc, and even 
in this case the protection of persons (and not property) is a large 
element in the police function. Without laboring the point further, 
we reiterate that the benefits of public functions are by nature 
principally general. The identification of benefits received with 
property tax bills is very largely arbitrary and incapable of ac- 
ceptance on logical grounds. 

Ahilitij, Benefit, and the Incidence of ProperUj Taxes 
The theories of ability and benefit as applied to property taxes gen- 
erally ignore the fact that a considerable portion of such taxes is 
shifted. Backward shifting in the form of capitalization imposes upon 
the seller of the property all anticipated future property taxes. This 
means that in the case of a residence, for instance, the seller bears 
a large part of the tax. The justification for property taxes has been 
based upon the taxable capacity of the present owner or the benefits 
of government to him, while the tax burden is in fact largely upon 
someone else. 
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When taxed property is used for business purposes there may be 
forward shifting in the form of increased price of the product. ( This 
is less common than backward shifting, for, as we have seen, under 
monopolistic competition such an increase in fixed cost does not 
result in higher price and smaller quantity. ) When forward shifting 
occurs, the real bearer of the tax is not the property owner, but the 
buyer of his product. To the extent that such shifting occurs it is 
absurd to justify the tax in terms of the property owner s ability to 
pay or of the benefits which accrue to his property from police 
protection. 

Nevertheless, not all property taxes are shifted either forward or 
backward; part must be borne by the owner himself. In such a case 
it is incumbent upon the authorities to justify the tax in terms of 
some theoretical basis. Unless this can be done, the only defense of 
the property tax is the practical one of tradition. And this is really 
the only justification remaining for it— society has become so ac- 
customed to it that its burden is taken for granted. Other things 
being equal, this is a desirable attribute of a tax, but other things 
are not equal. When theoretical justification is on such questionable 
ground and administration so poor, there is little consolation in re- 
taining the tax on grounds that to discard it would terminate a long 
life and require adjustment to a new (though almost inevitably 
better) tax. 

Theory of Intangibles Taxation Taxation of stocks, 
bonds, mortgages, bank deposits, and other possible forms of in- 
tangible property can hardly be justified in terms of benefit. For the 
direct benefits to bondholders from education, police protection, 
snow removal, garbage collection, and sewer construction are meager 
indeed. Taxation of intangibles stands entirely upon the principle 
of ability to pay, and reflects a grasping at straws when it became 
apparent that the ownership of tangible property was not a com- 
pletely satisfactory measure of taxable capacity. For although the 
property tax was a tax on the thing (property), it was supposed to 
be measured by the ability of the person ( owner ) . When, therefore, 
it appeared that many persons with income, and therefore taxable 
ability, did not own physical property in proportion to that ability, 
intangibles were added to the property tax lists. 
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This assumes, however, that intangibles represent a capacity to 
pay distinct from the physical property that they represent. The 
fallacy will appear clearly if we use an example. Assume two farms 
producing exactly equal net income. Let us say that each is worth 
$10,000. A buys his farm outright by the payment of $10,000 cash. 
B buys the other farm with a cash payment of $5000 and a mortgage 
of $5000. The capacity of the two farms to pay taxes is the same 
(though the capacity of the two farmers to pay taxes may not be 
equal). A and B are taxed on an assessment of $10,000 each. But C, 
who holds a $5000 mortgage on B’s farm is taxed upon his mortgage 
at the uniform rate. The income from which C’s mortgage tax will 
be paid is the income from his mortgage, which is income from B’s 
farm. In effect, therefore, income from B's farm is taxed 50 per cent 
per dollar more than is income from A’s farm. 

If no thought is given to incidence, it may be argued that B 
should be taxed only upon his equity in the farm ($5000), while C 
is taxed upon his equity ( $5000 ) . Then income from the two farms 
would be taxed with equal severity. This would be reasonable 
(shifting aside), but it is not the way property tax laws are drawn. 
Introducing the factor of shifting, it is almost certain that the 
mortgage interest which B pays to C includes C's tax. Thus the tax 
borne by B is actually 50 per cent greater than that borne by A, 
ignoring the possibility that taxes were shifted backward at time of 
purchase of the farm. 

It is thus seen that double taxation occurs through the taxation 
of wealth and the taxation of rights to that wealth. The principal 
argument against double taxation follows from the fact that it is not 
uniform. If everything were taxed twice the effect would be no 
different than if everything were taxed once at double the rate. In 
our farm example above we found that two farms exactly alike were 
treated quite differently, as shown below. 


BEAL ESTATE TAX INTANGIBLES TAX TOTAL 

( at 3% tax rate ) (at 3% tax rate ) property tax 


A’s farm 
B’s farm 

Cs mortgage on B’s farm 


$300 

$300 


none 

none] 

$l50f 


$300 

$450 


none 
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Two alternative methods present themselves for elimination of this 
injustice. The first would be to provide for uniform double taxation, 
by taxing all rights to wealth whether or not actual documents exist. 
The effect would be as follows, assuming that because of uniform 
double taxation the tax rate could be halved. 


A's farm 

A's equity in his farm 
B’s farm 

B*s equity in his farm 
C’s mortgage 


REAL ESTATE TAX 
(at 1%%) 

$1.50 

none 

$150 

none 

none 


INTANGIBLES TAX 

(at 1%%) 

noiiel 

$150f 

none] 

$ 75l 
$ 75j 


TOTAL 

PROPERTY TAX 

$300 

$300 


This would represent a highly cumbersome administrative approach 
to the problem of acquiring justice in the treatment of A and B. The 
same result could be accomplished much more simply by the out- 
right exemption of intangibles, which would require both A and B 
to pay real estate tax of equal amounts ($300) on their farms. 

The usual objections to such exemption center around the fact 
that C, who holds property in a mortgage of $5000, is required to 
pay no tax on it. But any tax on C’s mortgage will almost certainly 
be shifted to B as the borrower, and not borne by C. 

Granted that taxation of mortgages results in undesirable double 
taxation of some property, is the same true of other intangibles? 
Examples similar to that which we have used in analyzing the double 
taxation of a mortgaged farm could be set up showing discrimina- 
tion between a corporation whose stock and bonds are taxed in the 
hands of their owners in addition to taxation of the physical property, 
and an unincorporated business having no stock or bonds outstand- 
ing. Stocks are indications of ownership of wealth, and not wealth 
itself. Clearly the income to stocks represents distribution of the 
income of the corporation; if the real and tangible property of the 
corporation are taxed as representing ability of the corporation to 
pay (or benefit enjoyed), ownership of stock does not represent a 
separate capacity. And in the case of bonds, they are debts of the 
corporation, similar to mortgages. Taxation of the one is taxation of 
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the other, and taxation of both is double taxation. Here again elim- 
ination of discriminatory treatment involves either complete double 
taxation of all wealth or exemption of intangibles. The latter is ad- 
ministratively the more sensible. 

Property taxation of intangibles is thus open to condemnation on 
the counts of both theory and practice. Intangibles do not constitute 
a separate ability to pay nor do they derive significant benefits 
separate from those accruing to the wealth which they represent. 
Clearly there are no theoretical grounds upon which their taxation 
can be justified. The incidence of such taxes is almost inevitably upon 
the physical property, which makes for highly undesirable concen- 
tration of the double burden upon one person. On the side of ad- 
ministration, intangibles largely escape the tax lists, so the persons 
upon whom their double burden falls are principally those few who 
are the victims cither of admirable honesty or pitiful unsophistica- 
tion in the ways of evasion. When we combine these criticisms with 
the fact that the tax is proportional ( as are all property taxes ) and 
consequently not well designed to measure real ability to pay, it is 
difficult to imagine a more completely damning case against any tax. 
The unsucces.sful efforts expended in attempting to bolster adminis- 
tration of intangibles taxation in view of its lack of logical justifica- 
tion is one of the sadder commentaries upon state and local fiscal 
wisdom.® 


CLASSIFIED PROPERTY TAXES 

Classification of property for tax purposes has been 
frequently practiced among the states. Under a classified property 
tax it is intended to treat different types of property differently. 
Differential treatment may be accomplished in either of two ways; 
by applying diflerent tax rates to different classes of property, or by 
applying the same rate to all classes and assessing the diflerent 
classes at different proportions of full value. An example of the 

® In 1942 only thirteen states legally exempted all intangibles from property 
taxes. Twenty others applied special low rales to intangibles by placing them in 
a special property class. One of these offered the choice of taxation at a special 
low rate or at general property rates. Fifteen taxed intangibles as general 
property under the uniform rule. (Tax Sy^>tcms, 9th ed., Chicago, Commerce 
Clearing House, 1942, pp. 158-9.) 
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first is the comprehensive system of West Virginia, tabulated 
below.® 

STATE & LOCAL 

TYPE OF PROPERTY HATE (1937) 


Class 1 Tangible personal property used in agriculture, 

and agricultural products; all intangible property 5.1 mills 
Class 2 Residential real estate; farm real estate 10.1 mills 

Class 3 All other property (see exemptions below) situated 

outside of municipalities 15.1 mills 

Class 4 All other property ( see exemptions below ) situated 

inside municipalities 20.1 mills 

Exempt property: 

Stock of corporations, property of which is taxed none 
Interest in any concern whose property is taxed none 
Household furniture and fixtures in use none 


The Montana comprehensive classification system may be taken 
as an example of classification of the second type.^® 

% FULL VALUE 


TYPE OF PROPERTY ASSESSED 

Class 1 Net annual proceeds of mines and mining claims; 

mineral rights and reservations in land; royalty 
interest 100 

Class 2 Household goods; farm implements and tools; mis- 
cellaneous farm ec^uipinent; automobiles and boats 20 

Class 3 Livestock and agricultural products; dealer’s mer- 
chandise; furniture and fixtures used in business 33.33 
Class 4 Land with improvements; manufacturing and 

mining machinery, fixtures and supplies 30 

Class 5 Money and credits (but not including shares of 
stock); properly of eooperative rural electrification 
associations 7 

Class 6 Stock of banks and otlicr competing money capital 40 

Class 7 All other property (includes shares of stock) 40 


These are cases of comprehensive classification. Partial classifica- 
tion frequently occurs by the outright exemption of a given type of 

® Reproduced from Tax Systems of the World, 7th ed., p. 97, by permission of 
Commerce Clearing House, Inc. 

Ibid., pp. 96-7. 
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property. Three reasons for property classification are evident in the 
experience of the states. The first is to accomplish greater justice 
among types of property by adjusting the tax liability to diilerential 
capacity to pay. The second is a surrender to expediency— granting 
concessions to those types of property which, in fact, largely evade 
taxation under the uniform rule, or to those underprivileged types 
which possess little opportunity for evasion. The third is to grant 
tax concessions to favored classes of property, irrespective of ability 
or oi benefit fe.g., improved land, farm property, favored industries). 

Do diflerent types of property actually possess difierent capaci- 
ties to pay property taxes? It is of course true that some property 
produces greater net income than does other property. These dif- 
ferences are, however, reflected in capital values of the various 
property items. The value of a piece of property is determined by 
capitalization of the amount of the expected net return by the rate 
of return required upon investment in such property. There are 
thus three variable determinants of capital value: the amount of 
annual net income expected, the rate of return required on invest- 
ments carrying given estimated risk, and the time factor involved 
in expected return— the period of time expected to elapse before 
receipt of income, and the duration of the stream of income. Capital 
values of the various types of property thus take account of the 
variables presumed to indicate differences in ability to pay. If, then, 
all property were assessed at full market value the capacities to pay 
per dollar of assessed value of all property would be equ.il.^^ We 
thus see that differential capacities to pay taxes do not exist in terms 
of true property values, though failure to assess accurately will fre- 
quently give tax bases which apply the tax quite unequally among 
property types. 

Granted that under proper assessment capacity to pay per dollar 
of assessed valuation is equal for different items of property, there 
are other capacities which justify special treatment of particular 
types of property. Specifically, we note differential capacities to shift 

This ]<; true of tlie capacity of property to pay, but obviously not true of the 
capacities of the owners of property. In the last analysis property ownership 
is clearly not a good measure of personal capacity to pay— real t.ixable capacity 
must be measured in terms of individual income (from property and other 
sources ) . 
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the tax and differential capacities to evade the tax. The tendency to 
shift intangibles taxes to the debtor imposes double taxation upon 
the physical property carrying the debt obligation. The tendency to 
shift some business property taxes to buyers of the product results 
in incidence far different from that contemplated by the tax itself. 
The total effect, therefore, of shifting is to impose tax burdens which 
are inconsistent with the notion of capacity of property to pay 
taxes. 

The capacity to evade property taxes is high in the cases of in- 
tangibles and of much tangible personal property. This being the 
case, the only practicable alleviation of inequities among property 
owners of these classes is to place such property types in an exempt 
class. Such exemption may be considered a type of classification for 
tax purposes. 

There is a further class of real property which offers practical 
difficulty from the point of view of public policy. Lands containing 
mineral or other exhaustible resources and lands used for production 
of timber cannot be taxed like farm land or residential land. The 
difficulty lies not in the theory of property taxation but in practical 
conflict between tax policy and conservation policy. Land containing 
mineral resources, if taxed annually on a base representing its true 
current value, encourages the rapid and often wasteful use of those 
resources. Since their quantity is limited, the total amount of tax 
imposed on them over the period of their existence will vary inversely 
with the rapidity with which they are used. In the interest of con- 
servation and orderly use of such deposits, it is desirable to grant 
special treatment which will remove the tax premium upon rapid 
exhaustion. 

Taxation of forest land presents a somewhat similar problem. 
The economic use of forest resources requires that timber be cut 
only at the age most appropriate for lumber production. And con- 
servation policy requires that cut timber be replaced with growing 
timber. Application of the usual property tax to timber lands would 
assess annually those lands at values which include the current value 
of standing timber on them. The long period required to grow timber 
to economic size would thus involve payment of a succession of 
annual taxes before any return is realized from sale of the product. 
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Clearly this places a premium upon early cutting and discourages 
the planting of replacement timber. 

Proper taxation policy should remove the urge to waste and at 
the same time impose tax obligations upon such property which are 
in line with those imposed upon other taxed property. It is generally 
agreed that the logical solution is to combine low annual taxes upon 
such property with special yield taxes when the product is marketed. 
Such an arrangement would involve special classification of such 
lands for property tax purposes. 

Our general conclusion with respect to classified property taxes 
is that, if the property tax is to serve reasonably well, abandonment 
of the general property tax (uniform rule) is essential. Exemption 
of intangibles is indicated because they possess no taxable capacity 
and enjoy no benefits distinct from the wealth which they represent, 
and because practically it is impossible to bring a sufficient quantity 
of them into the tax lists to avoid serious injustice among taxpayers. 
When they represent indebtedness they are typically shifted to the 
debtor-owner of wealth, and when they represent ownership the 
wealth which they represent is twice taxed. It is difficult to believe 
that such discrimination can have been consciously intended. 

Exemption of tangible personal property is necessary to avoid 
the injustices arising out of evasion and the practical impossibility 
of proper assessment. It may be desirable for special reasons to im- 
pose special property taxes upon certain items of such property 
which can be brought into the rolls by recourse to registration records 
and can be reasonably assessed by reference to market prices of 
standardized items. Motor vehicles and boats represent virtually 
the only types of tangible personal property items which possess 
these characteristics. 

Classification for exemption of such large areas of general prop- 
erty would limit the property tax to real estate— land and buildings. 
Such delimitation would reduce jirojierty taxation to administrable 
proportions. More scientific assessment methods could then be widely 
adopted under state authority, and the assessment task would be 
greatly simplified. Within the area of such limited applicability of 
the property tax the only special classification required would be 
that of lands bearing exhaustible mineral and timber resources. 
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Land in this exceptional category would be assessed for annual tax 
purposes as if it possessed no such resources while at the time 
mineral resources are extracted or timber resources marketed a 

special yield tax in lieu of additional property taxes would be im- 
12 
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Counter-cycle tax policy can make little or no use of 
property taxes. Annual assessment and collection of property taxes 
offer little opportunity for the type of immediate adjustability in 
payments required to serve counter-cycle purposes. In addition, the 
local nature of property tax administration militates strongly against 
the possibility of coordinated national counter-cycle property tax 
policy. And finally, the poor correlation of property ownership with 
personal income suggests relatively little effect upon consumption 
and investment were it feasible to build counter-cycle elasticity into 
the tax. In fact the continued existence of the property tax either in 
its present form or in the limited form suggested herein discourages 
adoption of state-collected, locally-shared personal income taxes 
which offer tar brighter prospects lor effective counter-cyclc use.^^ 

CONCLUSION; DISPOSITION OF THE PROPERTY TAX 

The persistence of property taxation, still generally 
under the uniform rule, is difficult to explain on logical grounds. 
Property ownership represents a highly inadequate measure of 
ability to pay taxes. The indeterminatcncss of general incidence sug- 
gests great difficulty in predicting or in allocating the burden of the 
tax, and its vulnerability on account of difficulties in assessment and 
ease of evasion serves to climax a condemnation virtually complete. 

It is hoped that the reader realizes that the proposals here made are them- 
selves a surrender to the inevitability of property taxation. Ideally the whole 
property tax concept should be eliminated, and state and local taxes on in- 
comes substituted. But such radical departure from tax custom is hardly to be 
expected in the foreseeable future. For this reason, first aid in the form of 
classification (exemption) to alleviate the most immediate and evident pains 
is here recommended and described. 

State income taxes will be discussed in the following chapter. Simplification 
of the tax system— federal, state, and local— will be discussed in Chapter 24. 
It is therefore not desired to pursue this suggestion further at this point. 
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Its sole virtue lies in its age. Legislatures and taxpayers treat it 
with the veneration and deference commonly bestowed upon old 
age in polite society. There is no escaping the conclusion that tax 
inertia is the principal cause of its longevity, while the ease with 
which real property taxes are shifted backward through capitaliza- 
tion, the ease with which both tangible and intangible property 
taxes are evaded, and the comfort of competitive underassessment, 
all help to make the property tax appear less burdensome and con- 
sequently more attractive than a fresh substitute. 

For these reasons it is highly unlikely that the property tax as the 
principal revenue dependence of local government will soon pass 
out of existence. However, a gradual decline is to be anticipated, 
encouraged by the growth of grants-in-aid to local governments from 
funds raised centrally, and by pressure of the growth of local ex- 
penditures which jolts local governments out of their inertia toward 
a search for new revenue measures. The erosive effects upon the 
general property tax of modern tendencies toward broader exemp- 
tion and favorable classification can be expected to continue. But in 
the meantime major amputations arc in order— with respect to 
intangible and to tangible personalty— in the interest of elementary 
justice. Without such vigorous action the disease of disintegration 
of taxpayer morale now attending the property tax may spread to 
other and more desirable revenue measures. 

RECOMMENDED READINGS 

Tax Policy League, Property Taxes: A Symposium, N. Y., Tax Policy 
League, 1940. 

The papers cover a variety of subjects related to property taxation. 
Especially recommended arc Chapters 1 (“Importance of the Property 
Tax in State and Local Tax Systems”), 7 (“Some Observations Con- 
cerning the Classified Property Tax”), 10 (“The Property Tax as a 
Measure of Ability”), 11 (“The Property Tax as a Benefit Tax”), 13 
(“Capitalization and Shifting of the Property Tax”), and 16 (“Im- 
provements in Personal Property Tax Administration”). 

Jensen, J. P., Property Taxation in the United States, Chicago, University 
of Chicago Press, 1931. 

Property taxation has changed little since this book was published. 
Though it is not recent, it is largely current. Chapters should be 
selected according to the phase of the subject in which the reader is 
interested. 
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Leland, S. E., The Classified Property Tax in the United States, Boston, 
Houghton Mifflin, 1928. 

A considerable part of the book is now out of date. Nevertheless, 
Chapters 2, 4, 5, and 6, dealing with the theory of classification, will 
be instructive. 



CHAPTER 16 


PERSONAL INCOME TAXATION 


Taxes imposed upon the incomes of individuals have 
attained major revenue importance in federal and state governments 
in recent years. In addition, nearly all recommendations for over- 
haul of tax systems call for even greater scope for these taxes. For 
these reasons we shall give particularly careful attention in our 
analysis to taxes upon personal net income. In this chapter we shall 
describe existing personal income taxes, their history, and their 
current revenue importance. In the three chapters following we con- 
sider problems of income taxation, indicating several suggestions 
for improvement and the area of its application. In Chapter 24 we 
shall consider the place of personal income taxes in a logical and 
simplified program of federal, state, and local taxation. 

Our earlier discussion has emphasized the importance of two 
basic facts in our tax thinking: (I) all taxes are eventually paid out 
of personal income, and (2) intelligent use of taxes implies knowl- 
edge of their incidence. The personal income tax recommends itself 
on both counts. Since the base of the tax is personal net income, it 
aims directly at the income streams from which taxes are eventually 
paid, and thus avoids the vagaries of indirect approaches through 
property ownership or purchases of particular goods. We have 
further noted (Chapter 12) that the incidence of a personal net 
income tax is relatively simple and well known— it is generally upon 
the income receiver and cannot be shifted. 


368 
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RECENT REVENUE IMPORTANCE OF PERSONAL INCOME 
TAXES 

Table 27 indicates the relative importance of personal 
income taxes in the revenues of the federal government for selected 
years since 1915. The statistics are not entirely accurate, and tend 
to err by attaching less relative importance to personal income taxes- 
than they deserve. This error arises out the fact that in varying 
degrees from year to year the federal corporation income tax—not 

TABLE 27 Federal Personal Income Tax Revenues, Selected Years,, 
1915-1945 ' 



PERSONAL 

TOTAL 

RATIO OF INCOME 


INCOME TAX 

REVENUE 

TAX REVENUES TO 


REVENUES 

RECEIPTS 

REVENUE RECEIPTS 

YEAR 

($ million) 

($ million) 

(%) 

1915 

61 

698 

8.9 

1920 

1,075 

5,723 

18.8 

1925 

735 

3,608 

20.4 

1930 

1,147 

4,178 

27.5 

1935 

527 

4,030 

13.1 

1940 

1,496 

5,387 

27.8 

1945 

19,146 

46,457 

41.2 

1947 (Est.) 

18,637 

40,230 

46.3 


included in personal income tax collections in the table— represented 
collection at the source of personal income taxes on corporate divi- 
dends.^ 

' Sources: 1915-1940: Statistical Abstract, 1916, p. 627; 1922, p. 566; 1928, 
p. 179; 1932, p. 173; 1939, p. 179; 1943, p. 251. 

1945: Annual Report of the Secretary of the Treasury, 1945, pp, 
479-80. 

1947: Table 3, supporting the Budget Message of the President for 
the year ending June 30, 1948, p. A6. 

“ Full discussion of this point must be postponed until we discuss the federal 
corporation income tax, in the two following chapters. Bric'lly, until 1936, in- 
dividuals did not pay normal tax on casli dividends from corporate stocks, 
because the corporation had already paid a tax on the earnings from which 
dividends were distributed. However, individuals did pay surtaxes on dividend 
income. In 1936 individuals were subject to both normal and surtaxes on divi- 
dend income, in spite of the fact that the corporation paid income lax on its 
earnings before distribution. It is therefore clear that (until 1936) some part of 
corporate income taxes represented personal income taxes paid at the source. 
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The relative revenue importance of the federal personal income 
tax shows rather wide variability from period to period. This varia- 
bility is due to ( 1 ) long-term growth in importance of this tax from 
its beginning in 1913 to the present, (2) fluctuations in national 
income (particularly evident in 1935), and (3) rise and fall in the 
use of other tax measures (e.g., intensive use of commodity taxes 
in 1935). There is clear indication, however, that in spite of varying 
relative revenue importance of the personal income tax, it has been 
for some time a highly significant element of the federal revenue 
system. 

Use of personal income taxes by states has shown gradual in- 
crease over time. Twenty-nine states used such taxes in 1946; the 
rates of tax were uniformly low in comparison with federal rates, 
and exemptions were relatively high. The revenue produced by 
state individual income taxes in 1944 was $316 million.'^ This repre- 
sented only 5.3 per cent of total state revenues other than federal 
grants, and indicates the relative unimportance of personal income 
taxes among the states as a group. And even in those states employ- 
ing such taxes, their revenue contributions are relatively minor. It is 
undoubtedly true that the personal income tax is not more important 
among state governments largely because of supposed preemption 
of this field by the federal government. 

Use of personal income taxes by local governments is virtually 
nonexistent. Philadelphia has a city personal income tax producing 
approximately one-fourth of its tax revenues. The District of Co- 
lumbia employs such a tax in a minor way, as do Toledo and St. 
Louis. It is notable that in none of these cases except the last is the 
city located in a state employing a personal income tax. 

EARLY HISTORY OF FEDERAL PERSONAL INCOME TAXATION 

The Civil War Income Tax The first federal tax upon 
personal incomes was legislated in 1861, to be payable in 1862. It was 
imposed upon all individual income, at a flat rate of 3 per cent and 

® From Tax Systems, 1946, Chicajijo, Commerce Clearing House, pp. 141-7. 
Two states are excluded from this count, as tlie “individual income taxes” in 
force in New Hampshire and Tennessee were merely taxes on interest and 
dividend income, designed as substitutes for property taxation of intangibles. 
^ Bureau of tlie Census, State Finances, 1944, p. 9. 
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with exemption of the first $800 of income per year. In 1862 rates 
and personal exemptions were altered, and fragmentary progression 
was introduced into the tax. Under this tax, income between $600 
and $10,000 per year was taxed at 3 per cent, and income over 
$10,000 was taxed at 5 per eent. A further increase in rates occurred 
in 1865, when incomes between $600 and $5000 were taxed at 5 
per cent and all over $5000 at 10 per cent. The 1865 law represents 
the most intensive application of the Civil War income tax. In 1866 
some 460,000 persons paid personal income taxes of approximately 
73 million dollars.''' The tax was repealed in 1872, having produced 
revenues totaling approximately 350 million dollars since 1861. 

The question of constitutionality was inevitably raised against 
the Civil War income tax,® although by and large it was accepted 
almost wholeheartedly during the period of war enthusiasm. The 
constitutional issue was raised over Article I, Section 9, which for- 
bade federal levy of a “capitation or other direct tax” unless it was 
levied “in proportion to the census or enumeration.” Since the tax 
in question was levied accoiding to income and not according to 
census enumeration, the nub of the problem was whether a personal 
income tax is a direct tax. The plaintiff maintained that the tax was 
direct, and cited an imposing list of then eminent economists, in- 
cluding Adam Smith, John Stuart Mill, and J. B. Say, whose writings 
unquestionably testified to the directness of the tax in the economic 
sense. The Court found, however, that “. . . direct taxes^ within 
the meaning of the Constitution, are only capitation taxes, as ex- 
pressed in that instrument, and taxes on real estate; and that the tax 
of which the plaintiff in error complains is within the category of 
an excise or duty.” ^ A personal income tax was thus found to be 
legally an indirect tax, and its use declared to be within the federal 
power. 

The Income Tax of 1894 ^ Congress enacted a per- 
sonal income tax law in 1894 which was to tax personal incomes in 

® Most of the facts concerning the Civil War income tax are taken from Davis R. 

Dewey, Financial History of the United States, 11th ed.. New York, Longmans, 

1931, pp. 305, 306. 

® Springer v. United States, 102 U. S., 586. 

^ lf?id., 602. 

® Cf., Dewey, op. cit., pp. 456-8. 
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excess of $4000 annually at a fixed rate of 2 per cent. The law was 
passed with the support of western and southern legislators over the 
virtually unanimous opposition of the east. The tax, with its high 
personal exemption, would have been borne almost exclusively by 
residents of the eastern states, and was regarded as a discriminatory 
.attack upon the wealthy classes. 

In Pollack v. Farmers Loan and Trust Co.,® the Supreme Court 
-determined the law to be unconstitutional with respect to the taxa- 
tion of the income from real estate and the income from municipal 
securities. With respect to the first point, the issue was whether a 
tax on the income from real estate was a direct tax, and therefore 
unconstitutional unless levied according to a census enumeration. 
The Court found that usage both in tax literature and in English 
judicial practice identified such a tax as being direct. Nevertheless, 
as in Springer v. IJ. S., the Court was compelled to accept not general 
usage but the intent of the framers of the Constitution as to the 
meaning of the term. The opinion stated: 

Nothing can be clearer than that what the Constitution intended to guard 
against was the exercise by the general government of the power of 
directly taxing persons and property within any state through a majority 
made up from other states.^® 

Thus a tax on property would contravene the constitutional protec- 
tion of the minority against the majority, and “wc are of the opinion 
that the law in question, so far as it levies a tax on the rents or income 
of real estate, is a violation of the Constitution, and is invalid.” 

Concerning the validity of a tax on the income from municipal 
securities, the Court concluded that such a tax is “a tax on the power 
of the states and their instrumentalities to borrow money, and con- 
sequently repugnant to the Constitution.” On a rehearing of the 
case in 1895^^ to rule upon two points in the original case upon 
which the Court was equally divided, it was determined that the 
tax on the income from personal estates was a direct tax, and that 
the law did not meet the constitutional requirement of uniformity. 

M57 [7. S. 429 (1894), 

Ibid., 583. 

" Ibid. 


Ibid., 586. 
^^158 U. S. 601. 
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The 1894 tax was therefore abortive; the decision of the Court— 
a complete reversal of the decision in Springer v. U. S.— closed the 
way to federal taxation of personal incomes except through amend- 
ment to the Constitution. 

The Corporation Tax of 1909 and the Sixteenth Amend- 
ment In the Springer case the Court had declared that the Civil 
War tax was an excise ( an indirect tax ) and thus the constitutional 
rule of apportionment was not applicable. This conclusion with re- 
spect to excises was reiterated in the Pollack decision, though in 
that decision the personal income tax was declared to be a direct 
tax and not an excise. In 1909 a federal excise upon corporations for 
the privilege of doing business was enacted, imposing a 1 per cent 
rate upon the net income of corporations in excess of $5000. This 
tax was interpreted to be an excise measured by net income, and 
thus was held to be an indirect tax.^^ 

Modern taxation of personal incomes in the United States dates 
from ratification of the Sixteenth Amendment in 1913. The Amend- 
ment reads: 

Tlie Congress shall have power to lay and collect taxes on incomes, from 
whatever source derived, without apportionment among the several States, 
and without regard to any census or enumeration. 

A personal income tax law was passed immediately after ratification 
of the Amendment ( 1913), largely to offset the revenue losses antici- 
pated from reduction of certain tariff rates by legislation of that 
year. 

The principal features of the Act of 1913 were the following: 
(1) A normal tax of 1 per cent on net income over $3000 per year 
($4000 for a married couple). (2) A surtax (in addition to the 
normal tax) upon higher incomes, at progressive rates of 1 per cent 
on incomes between $20,000 and $50,000 and reaching a maximum 
of 6 per cent on incomes over $500,000. (3) Treatment of capital 
gains (realized gains from the sale of capital assets) as income, and 
capital losses as deductions from income. (4) Use of the corporation 
income tax as an instrument for collection of taxes on dividend in- 
come at the source. By this arrangement the 1 per cent tax on 
In Flint v. Stone Tracy Co., 220 U. S. 107, 
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corporate income was a substitute for the 1% normal tax on in- 
dividual income derived from corporate dividends. The individual 
did not pay normal tax on dividend income because the corporation 
had paid it for him.^^ 

OUTLINE OF FEDERAL INCOME TAX COMPUTATION 

We shall briefly and broadly outline the steps in cal- 
culation of the amount of personal income tax payable, primarily 
to give the reader an impression of the nature of net income for 
federal tax purposes, and to lay the foundation for later analysis of 
problems in income tax theory and practice. 

It is necessary to keep in mind that a tax imposed upon personal 
net income requires uniform definition of net income. The law must 
so define net income that it means essentially the same thing to 
many different taxpayers, deriving their incomes from different 
sources and in different forms. This definition of net income must, 
for practical reasons, be spelled out in terms of the items included 
in and excluded from gross receipts, and the specific items deductible 
from gross income to arrive at a uniformly determined figure of net 
income. In the discussion which follows we shall be interested in 
broad categories of items, and not in the intricacies of unusual cases. 

1. Gross Receipts The gross receipts of the individual 
represent his receipts during the year in money and in kind. They 
are in general salaries, wages, interest, dividends, rents, royalties, 
and profits. If the individuaFs salary is paid partly in money and 
partly in kind (c.g., the use of a house), both are included in gross 
receipts. Although practice has varied among the revenue acts, 
capital gains and losses typically enter to some extent into the cal- 
culation of gross receipts. Capital gains represent the net apprecia- 
tion realized from sale during the year of capital assets not directly 

Actually, collection at the source was more widely employed than is indicated 
above. The Act of 1913 required all persons and corporations to deduct the 
tax of 1 per cent on all rent, interest, and salaries over $3000 paid to other 
persons. The income recipient was then excused from payment of normal tax 
on such income upon which the tax had been paid at the source. We shall be 
primarily interested, however, in the problem of integration of corporate and 
personal income taxes; it is for this reason that we have above pointed 
particularly to collection of the tax on dividend income at the source. 
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a part of the taxpayer s business or profession. Gross receipts thus 
include in general everything received during the year by the tax- 
payer. 

2. Gross Income Certain stated deductions are made 
from gross receipts in order to calculate gross income. The more im- 
portant of these exclusions from gross income are: 

a. Benefit payments received during the year from life insurance 
policies, annuities, and endowments. Since the premiums previ- 
ously paid on such contracts are not deductible for tax purposes, 
it would be unjust to tax both the income used for premium pay- 
ment and later the proceeds which these premiums had pur- 
chased. Clearly both are not income, any more than withdrawals 
from one's bank deposit constitute the receipt of income. 

b. Gifts and bequests received. These are deductible from gross re- 
ceipts of the donee, since the donor has already paid the tax upon 
them as a part of his income. 

c. Interest received on state, local, and some federal debt obligations. 
Interest on state and local obligations is excluded as a matter of 
practice, encouraged by various court decisions, while income 
from some federal securities is exempt by contract provisions in 
the securities. 

d. Certain payments to military personnel. This is a matter of 
specific legislative favoritism to this class of government em- 
ployee; the reasons for it are obvious. 

The exclusions from gross income are thus designed to avoid double 
taxation of the same income, and to exempt certain types of income 
for special reasons. 

3. Net Income Having determined gross income of 
the individual, various further deductions are made to arrive at net 
income. The principal deductible items are: 

a. Business expenses. When gross income is of a business nature, 
clearly business expenses (as distinct from personal expenses) 
must be deducted before net income can be determined. Such 

Analysis o£ the treatment of capital gains and losses will appear in the follow- 
ing chapter. ^ 
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expenses will include payments for wages, materials, interest, 
depreciation, etc. When gross income is not from business, but in 
the form of salaries or wages, certain comparable deductions are 
allowed. Interest paid on personal indebtedness is deductible on 
grounds that it reduces the “netness” to the individual of his 
salary or wage. 

b. Net losses from fire, theft, or other casualty, and bad debts. 
These are capital losses of special types not elsewhere provided 
for in the law. They represent impairment of the capital position 
of the taxpayer, the items lost having been previously purchased 
with income subject to tax. 

c. State and local taxes paid. This deduction is allowed to avoid 
taxing income already contributed to government. The major ex- 
ception to this class of deductions is special assessments, which 
are not deductible on the grounds that they represent payments 
for improvements which directly enhance the value of property 
owned. 

d. Charitable contributions. The contributions deductible are only 
those to recognized organized charities, and freedom of such con- 
tributions from tax liability is a measure to encourage these chari- 
ties. Contributions to religious organizations and non-profit edu- 
cational institutions are similarly deducted. The over-all amount 
of such deductions allowable is established by the tax law, the 
limit generally being stated as a percentage of net income. 

e. Medical and dental expenses. This deduction was first allowed by 
the 1942 law. It relates to those extraordinary expenses which, 
unless deductible, would make net income an inaccurate meas- 
urement of ability to pay. The amount of such expenses deductible 
has so far been limited to 5 per cent of gross income. 

f. Alimony paid. This deduction avoids double taxation of income 
used for payment of alimony. Congress has recently transferred 
its sympathies in the matter of broken marriages. Formerly ali- 
mony received was excluded from gross income, and the payer 
was subject to tax on that part of his income used for alimony 
payment. Currently the payer is allowed to deduct alimony paid 
and the receiver enters it as gross income and pays the tax. 

g. Over-all deductions. The taxpayer is (in recent laws) given an 
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option of a lump-sum deduction in lieu of listing specific items 
indicated above. The “short form” is constructed on the assump- 
tion of deductions amounting to about 10 per cent of gross in- 
come; while incomes in excess of $5000 may take a standard de- 
duction of $500. This provision is made in the interest of simplify- 
ing the task of preparing returns. 

It will be seen that the deductions from gross income represent 
principally costs of earning the net income, unusual and uncon- 
trollable expenses, and specific contributions. After these deductions 
from gross income are made, the remainder is net income. 

4. Application of Tax Rates Net income as computed 
by the steps outlined above is still not the base of the tax. The base, 
or “taxable net income,” is determined by subtracting the personal 
exemptions from net income. Allowance of the personal exemption 
and credit for dependents provides a tax-free amount of net income 
supposedly adequate for the maintenance of a minimum standard 
of living. Clearly some allowance for living expenses must be made 
if the tax is to be adjusted to ability to pay. On the other hand, it 
would be infeasible to allow the individual to deduct an amount 
which he feels is necessary living expense, or what he has actually 
spent as living expenses. Such a provision would allow so much 
latitude as to defeat the possibility of equal treatment among tax- 
payers. The amount of the personal exemption has varied as fre- 
quently and almost as widely as the rates of tax throughout the three 
decades of modern use of the personal income tax. 

When taxable net income is computed, two taxes are inde- 
pendently applied to that base. The normal tax has generally been 
at a flat rate, while the surtax has more recently carried steeply 
progressive rates. The Revenue Act of 1945 (applicable to 1946 
and 1947 incomes ) for the first time applied normal and surtax rates 
to the same base.^^ Previous to that Act, normal tax net income was 

Some of die income tax laws during die period have imposed minor progres- 
sion under the normal tax. 

With the one exception that certain government bond interest is excluded from 
the normal tax base while it is included in the surtax base. The existence of 
outstanding bonds carrying normal tax exemption appears to have been the 
obstacle which has made impossible the combination of normal and surtax 
into a single schedule of progressive rates on a single income base. 
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different from surtax net income. The principal factors in this dif- 
ference have been dividends from taxed corporations (included in 
surtax base but not in normal tax base), some federal bond interest 
subject to surtax and not to normal tax, and frequently a larger 
tjxcmpt minimum before surtax liability begins. 

Through the period since 1913, marked changes in rates and 
personal exemptions have occurred in the federal income tax. We 
have seen that the rates applied in the 1913 law were: a normal tax 
rate of 1 per cent on income above the personal exemption of $3000 
per year ($4000 in the case of married couples), and surtax rates 
of 1 per cent on incomes between $20,000 and $50,000, and reaching 
a maximum of 6 per cent on that part of surtax net income in excess 
of $500,000. By contrast, the rates applied by the 1945 Act ( effective 
on 1947 incomes) were as illustrated on p. 379. 

The complete schedule of surtax rates in the 1945 Act is repro- 
duced here in order to demonstrate three facts worth noting. The 
first is that modern personal income tax rates have increased im- 
pressively since 1913, until there is relatively little room for further 
increase at any point in the schedule, especially in the highest 
brackets. The second fact is that the highly progressive character of 
the personal income tax is found in the surtax and not in the normal 
tax. The third is that, contrary to a view widely held, a higher in- 
come before taxes leaves a higher income after taxes, in spite of 
steeply progressive rates. Surtax net income within a given bracket 
pays at the same rate no matter what the size of total surtax net 
income of which it is a part. It is therefore not possible to have 
larger net income after taxes by keeping income below the higher- 
rate brackets, although the rate of taxation in the higher brackets 
may, in unusual cases, make the receipt of larger income not worth 
the effort required to acquire it. 

■ Our outline of the structure of the federal personal income tax 
has been intended to acquaint the reader with the American tech- 
nique of taxing personal incomes. We have omitted many details, 
and the characteristics listed are not found in all federal income tax 
laws since 1913. We shall have occasion to treat some aspects of the 
tax more fully in the following chapter. Nevertheless, there are cer- 
tain tax objectives clearly evident in our skeletal outline. In the first 
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Normal Tax: 3% on net income in excess of personal exemption of 
$500 each for the taxpayer and his dependents. (The 
tax thus computed is then reduced by 5%.) 

Surtax: (Surtax net income is net income less the same personal 

exemptions allowed in computing normal tax net in- 
come plus some bond interest. 
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place, it is intended to include for tax purposes income of all types, 
avoiding the hit-and-miss character of other taxes which, although 
they are paid from personal income, are not imposed directly upon 
it.^® In the second place, the tax takes elaborate cognizance of the 
principle of ability to pay, in its working definition of income as 

The reader is advised that the term “income” may have various meanings and 
the meaning adopted in federal income tax practice is only one of them. It 
seems unwise, however, to raise the question seriously at this point, for it will 
be treated in the following chapter. 
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represented by the list of exclusions, deductions, and exemptions, 
in its provision for an untaxed minimum of income required to main- 
tain a minimum standard of living, and in its progressive schedule 
of rates. There is, however, room for endless argument whether any 
given act has accomplished reasonable justice among income classes, 
for there are few benchmarks for absolute measurement of justice. 
Nevertheless, there is ample evidence of serious and reasonably 
successful efforts to cut through the confused miscellany of gross 
personal receipts toward a practicable and uniform definition of net 
income which represents ability to pay. And finally, one becomes 
acutely aware of the multitude of points at which adjustment be- 
comes possible— adjustment toward greater equity if there be need 
for it, and adjustment to accomplish compensatory objectives of a 
counter-cyclical nature. At the same time, the very complexity of the 
measure which provides these opportunities for adjustment presents 
problems of administration which can be met only under conditions 
of high taxpayer morale. 

COVERAGE OF THE FEDERAL PERSONAL INCOME TAX 

It was not until early in the Second World War that 
the federal personal income tax was extended to include a major 
portion of the income receivers of the United States. This extension 
of coverage was dictated by great need for revenue and by the 
anti-inflation program. Continuing post-war revenue needs, coupled 
with a realization of the desirability of taxation by means of the 
personal income tax, suggest a probable continuation of extended 
coverage rather than a return to pre-war taxation of a few higher- 
income receivers. 

Table 28 presents certain data demonstrating personal income 
tax coverage for selected years between 1916 and 1942. It will be 
noted that the proportion of the population making returns was ex- 
tremely small prior to 1942. If we assume (liberally) that there were 
four dependents (non-income receivers) per income receiver, the 
proportion of income receivers making personal returns between 
1916 and 1939 ranges from 2 per cent to 34 per cent. That is, under 
the assumption of one income receiver to each five persons, not more 
than one-third of the income receivers were required to make a 
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TABLE 28 Personal Income Tax Coverage, Selected Years, 1916- 
1942 

RETURNS TAX PAID 



Total 
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1,214.0 

9.45 

224.27 
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30.7 


18,265.0 

130.75 

425.85 

1947 ( Est .) 

43,500 

30.4 


17,001.3 

118.88 

390.84 


return in any year prior to 1942 included in the table. And some 
varying proportion of those making returns paid no tax even though 
they were required to make the return for information purposes. 
In 1942 there were estimated to be 51 million persons employed, ex- 
clusive of those in the armed services.-^ The 36 million personal in- 
come tax returns of that year indicate coverage of approximately 71 
per cent of income receivers.^- 

The proportion of the population making returns in any given 
year will depend principally upon two variable factors: (1) the size 
and distribution pattern of national income, and (2) the provisions 
of the tax law itself respecting the amount of income exempt from 
taxation. The increased number of returns in 1942 was due both to 

^“Figures for 1916-1942 of total returns, net income reported, and total tax 
paid taken from Treasury Department, Statisiics of Income. Population per- 
centages calculated from census statistics published in Statisticcu Abstract of 
the United States. Figures for 1945 and 1947 taken from Hearings, Individual 
Income Tax Reduction, Committee on Ways and Means, Washington, 1947, 
p. 32. 

Census estimate. C/., Statistical Abstract, 1944^5, p. 127. 

Recognizing, of course, that the relation of income tax returns to the number 
of employed persons does not give an exact proportion of income receivers 
making returns. Some returns were made on income from sources other than 
employment, and some members of the armed services made returns. Never- 
theless, the relation is a useful ready approximation. 
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increased incomes and radically reduced personal exemptions. The 
decrease in number of returns in 1933 was due to marked decline in 
national income, reducing the number of returns in spite of a sig- 
nificant lowering of exemptions by the Act of 1932. 

The total of net income reported in tax returns (See Table 28) 
will be determined by the same two factors discussed in the preced- 
ing paragraph— size and distribution of national income, and amount 
of exempt income. The total of tax paid ( column 5 ) depends upon 
the level of income, the personal exemption, and the schedule of 
rates applicable in the law. Of the three years (1924, 1933, 1939) 
shown in the table in which there was marked decline in total tax 
paid, the first and third are due to rate reductions and the second 
to reduced national income. The same facts are evident in taxes paid 
per capita. The amount of taxes paid per return (last column) 
through the period considered suggests little with respect to the 
variables involved. Generally speaking, a high tax per return indi- 
cates high rates on taxable income. This may result from concen- 
trating taxes only upon relatively high incomes, as was the case in 
1916 and to a lesser degree in 1929, or from imposition of heavy 
rates upon the majority of incomes, as in 1942, 1945, and 1947. 

An important determinant of the number of persons subject to 
tax is, of course, the amount of individual income granted exemption. 
Because the income distribution pattern is such that the large ma- 
jority of individuals receive net incomes (as defined by the tax law) 
amounting to less than $3000 per year, a relatively minor change in 
personal exemptions will cause marked change in the number of 
persons subject to tax. Estimates showing variations in probable 
income tax coverage and revenues with minor variation in ex- 
emptions under conditions obtaining in early 1947 are given in 
Table 29. 

“Exempt income” as used in regard to net income reported refers to that 
amount of gross income which excuses the individual from making a return. 
Some persons making returns pay no tax, and “tax-exempt income” may thus 
differ from “return-exempt income.” 

Personal returns in 1916 were principally surtax returns (at relatively high 
rates), since a large part of normal tax (typically at low rates) was collected 
at the source. See pp. 384-85 infra for discussion of collection at the source 
prior to 1918. 



COLLECTION AT THE SOURCE 383 

table 29 Estimated Number of Individual Income Taxpayers and 
Revenue Under Various Exemptions, 1947 
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2. 
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3. 
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4. 

a-$800; b-$lC00; c-$400 

31,811.4 
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13,383.2 


Much may be said for broad coverage of incomes for tax pur- 
poses. This is particularly true if the extension of personal income 
taxation takes place at the expense of other less attractive tax meas- 
ures— i.e., substitution of personal income taxes for other forms. For 
as we have seen, the objectives of taxation, in terms of known in- 
cidence and controlled allocation of burdens, are far more nearly 
possible of accomplishment under the personal income tax. There 
is the further morale advantage of direct taxation, in which tax pay- 
ment is a separate act on the part of the payer. The taxpayer is then 
aware of the taxes he pays, and the act of tax payment is generative 
of an interest in the financial affairs of government. No such morale 
advantages inhere in tax schemes which hide the tax as an indefinite 
and unknown element of the price of a good. 

COLLECTION AT THE SOURCE 

Payment of the tax on income on the occasion of its 
realization has for a long time been an integral part of the British 
system. Collection at the source has been utilized by the federal 
government of the United States to a greater or lesser degree since 

The estimates are made on the assumptions of tax rates effeetive in 1947 
under the Revenue Act of 1945, and national income of $166 billion. Adapted 
from Table G, accompanying the testimony of the Secretary of the Treasury, 
Individual Income Tax Reduction, Hearings, House Committee on Ways and 
Means, on H. R. 1, Eightieth Cong., 1st Sess., 1947, p. 32. 

A condensed and very useful treatment of the use of collection at the source 
is George E. Lent, “Collection of the Personal Income Tax at the Source/* 
lournal of Political Economy, October, 1942, pp. 719-37. 
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the beginning of the modern income tax in 1913. Of those states 
employing personal income taxes, only a small minority utilize collec- 
tion at the source. The British plan dates from 1803, and has been 
applied to investment income and to salaries paid by the govern- 
ment and by the railroads since that time.-^ Collection at the source 
involves deduction of the tax on personal income by the maker of 
the income payment. The tax is thus withheld on the occasion of 
the realization of income, and the income receiver is thereafter 
exempt from personal tax upon this tax-paid income. The objective 
is to make tax collections from relatively few sources, obviating a 
large number of small individual returns. 

The 1913 federal income tax in the United States provided for 
extensive use of collection at the source by two methods. The first 
required any person or concern making payment of wages, salaries, 
interest, etc. (except dividend payments) to any individual in ex- 
cess of $3000 to deduct the 1 per cent normal tax at the time of 
payment. The receiver of the income was then not taxed under the 
1 per cent normal tax upon the income so received, but he was re- 
quired to pay surtax if his total net income was large enough to be 
subject to it. The second method of collection at the source worked 
through the 1 per cent corporation net income tax. The corporation 
paid this tax on its net income, and dividends received by the in- 
dividual were exempt from the 1 per cent normal tax. Thus, many in- 
dividuals had all or a part of their normal tax paid at the time of re- 
ceipt. Those whose incomes were of the business type, from the 
sale of goods or services, were subject to payment of normal taxes, 
since there was no vehicle for deduction at the source. 

This extensive use of collection at the source was not to continue 
long. By an amendment of 1917, those making payments of wages, 
salaries, interest, etc. (except dividends) were relieved of the obliga- 
tion to deduct the tax at the source except in the case of payments 
to non-resident aliens. The receivers of such incomes were then re- 
quired to pay normal tax. Having abandoned collection at the source 
on such income payments to most individuals. Congress by the Act 
of 1918 adopted “information at the source,” requiring those making 
substantial income payments of these types to report the amount 
Cf., Lent, op. cit., p. 720. 
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and recipient of the payment. This scheme was adopted to provide 
information against which individual returns could be checked. The 
substitution of information at the source for collection at the source 
( except in the case of corporate dividends ) continued until 1942. 

The use of the corporate income tax as the vehicle for collection 
of personal normal tax at the source began its disintegration with 
the Act of 1918. By that Act, dividends in the hands of individuals 
continued to be exempt from normal tax on the grounds that this 
tax was being collected from the corporation through the corporate 
income tax. However, the corporate tax may be considered an ac- 
ceptable collecting instrument only when the corporate tax rate is 
identical with the personal normal tax rate. Lacking such identity, 
dividend incomes become subject to treatment different from that 
applied to other types of income. By the Act of 1918, the corporate 
tax rate was established at 12 per cent, while rough progression was 
introduced into the personal normal tax rate; 6 per cent on the first 
$4000 of taxable income; 12 per cent thereafter. Thus dividend in- 
come as a part of total taxable income not greater than $4000 was 
taxed (through the corporation) at 12 per cent, while other types in 
an equal total income were subject to a rate only hall that severe. 
This departure from identity in corporate and personal rates began 
a scries of modifications which eventually resulted in complete dis- 
appearance of the original intent to utilize the corporate tax as a 
vehicle for collection at the source. By the Act of 1936, corporate 
income was taxed at progressive rates ranging from 8 to 15 per cent 
without exemption of dividends distributed. (No such exemption 
has ever been allowed.) At the same time, dividends received were 
taxed in the hands of individuals under both the normal tax (4 
per cent) and the surtax (4 to 75 per cent). Dividend incomes thus 
were required to pay the corporate tax as corporate income and later 
the personal taxes as personal income, while other tyj^es of income 
were taxed only in the hands of individuals. With this Act, therefore, 
we may say that the original system of collection of personal taxes 
at the source had completely disappeared. Corporation income was 
regarded as separate and di.stinct from individual income. 

The reasons for collection at the source were originally purely 
administrative— to reduce the number of personal returns to a mini- 
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mum and to collect the major part of the tax through centralized 
responsibility for payment. At the same time, however, there was the 
advantage of partial collection at the time the income was realized, 
providing some current tax payments. This was beneficial both to 
government and to the taxpayer. However, when income tax bur- 
dens are not heavy, such advantages are relatively minor. The rea- 
sons for abandonment of collection at the source by 1936 are varied. 
In the first place, only under proportional rates was collection at the 
source simple and not administratively burdensome upon the payers 
of income. Thus, the scheme worked to reduce the number of re- 
turns only with respect to normal tax; those individuals with large 
incomes were still required to make a surtax return. Further, in the 
case of incomes other than from corporate dividends, the sources 
from which collection was made were many, and the advantages in 
fewer returns were not marked. Thus it is doubtful that the total 
administrative problem was greatly simplified by collection at the 
source. So far as taxation of dividends at the source is concerned, its 
abandonment can hardly be accounted for on grounds other than 
that corporate income appeared to be too easy a target for produc- 
tive additional taxes, regardless of the discrimination involved. 

In the early years of World War II, conditions required the in- 
troduction of collection at the source on a broad scale. Extension of 
the coverage of the income tax by radical reduction of personal 
exemptions brought, as we have seen in Table 27, almost five times 
as many returns in 1942 as had been required in 1939. This meant a 
great many returns on small incomes, with the danger of widespread 
evasion which could be curbed, if at all, only by unusual administra- 
tive diligence and at heavy financial cost. Thus, it was desirable to 
require payment by those who could have little motive for participat- 
ing in evasion, since they were the payers and not the receivers of 
the income. In addition, the great extension of coverage brought 
under the tax for the first time many persons who were unsophisti- 
cated in the ways of income taxation. Their personal income records 
were typically quite inadequate, and many of them would have ex- 
perienced great difficulty in correctly computing their taxes payable, 
even with the assistance of the tax return form. The administrative 
advantages of collection at the source were thus great. 
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But there were other advantages to collection at the source during 
the war period,! both to taxpayers and to government Prior to the 
Current Tax Payments Act (1943), the income tax return was made 
on March 15 on the income of the preceding calendar year. Pay- 
ment could then be made in equal quarterly installments beginning 
with March 15. This meant that payment of the tax on the income 
of a given year was made during the following year. There were 
three great disadvantages in this during the war period. The first 
was that with broad coverage at relatively high rates, persons would 
be required to prepare for relatively large cash payments on quar- 
terly tax dates. The tax on a given year’s income was typically ac- 
tually paid out of the following year’s income, since few persons 
anticipated tax payments far enough ahead to prepare for them by 
current saving. It was thus apparent that much heavier taxation 
under the old scheme of delayed payment would impose serious 
hardship and possibly a high degree of tax delinquency. This would 
be particularly true in the case of fluctuating incomes. It was thus 
a service to the taxpayer to collect the tax in the manner least 
burdensome to him— in small amounts on paydays. The second great 
disadvantage was that to government, which would receive the 
revenue return from its heavier taxes only approximately a year 
after they were legislated. Under the system of current tax payments, 
revenue from the heavier levies became immediately available, and 
government had ample immediate use for them. 

The third disadvantage in continued use of the old system of 
delayed tax payments lay in its inability to perform the necessary 
anti-inflation tax function during the war. The severe taxes were 
imposed partially to take spendable funds from the public and thus 
reduce the upward pressure upon prices. During a period of rapidly 
increasing national income and growing scarcities of consumable 
civilian goods, it was obviously essential to remove excess incomes 
from the market as they were earned. 

Granted the benefits to all concerned in the institution of a 
scheme of current tax payments, the question may be raised why 
such a scheme implied collection at the source. The reasons are 
administrative. Weekly returns by income receivers who receive 
their incomes on a weekly basis would create a frightful burden 
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both upon the taxpayer and upon the Treasury. The simplest way 
to administer the plan was clearly to collect the tax at the source 
and to require the employer to furnish a statement of taxes with- 
held to the employee at the end of the income period. 

The inauguration of a scheme of current tax collections at the 
source was not without its difficulties and disadvantages. The princi- 
pal difficulties were (1) the difficulty involved in initiating current 
tax payments in any year while payments under the old delayed- 
payment scheme were being made on the previous year’s income, 
(2) the difficulty in application of progressive rates to incomes from 
several sources, and (3) the difficulty involved in current collection 
arrangements applicable to those incomes received not in large 
amounts from few sources but in small amounts from many sources. 
We shall discuss these difficulties and the techniques adopted sep- 
arately. 

When the current tax payment scheme was inaugurated in 1943, 
most taxpayers had made but one or two quarterly installment pay- 
ments on the tax on their 1942 incomes. Had all paid up their 1942 
taxes in a lump sum on March 15, 1943, the current tax payment 
scheme could have been inaugurated later that year with little in- 
convenience. But most individuals planned to pay their 1942 tax 
quarterly out of 1943 income, and a doubling-up of 1942 and current 
1943 taxes upon 1943 income would have been unbearable. There 
were thus only two possible solutions to the dilemma. One was to 
excuse all taxes on 1942 personal income except the first quarterly 
payment made March 15, 1943. The other was to postpone (actually 
drop) the current tax payment plan. Clearly the advantages of the 
plan were so great as to dictate adoption of the former solution, and 
all but the first quarterly installment on 1942 income were cancelled 
or, in cases where they had already been paid, returned. The Treas- 
ury thus lost a major part of the revenue on 1942 incomes, though 
its 1943 personal income tax receipts were greater than they would 
have been under the old system. 

The application of progressive rates to withheld taxes (i.e., taxes 
collected at the source) presented a problem never before faced. 
The reader will recall that earlier experience with collection at the 
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source had been related only to the proportional normal tax. But 
under a progressive tax, it became necessary for the withholder to 
apply the proper exemptions and deductions granted to the income 
receiver. The withholding tax was applied to salaries and wages; the 
wage earner was required to deposit with his employer a statement 
of his withholding (personal) exemptions. The amount of tax with- 
held for the pay period was determined by withholding tables which 
allowed for a round sum of deductions from gross income regarded 
as standard for income receivers in general. At the end of the year, 
therefore, the total of taxes withheld on wages or salaries for the 
year would approximate, but probably not exactly equal, the tax 
payable when calculated on an annual basis. For the deductions 
allowed the individual taxpayer might vary from the standard de- 
ductions provided for in the withholding table. Or the taxpayer 
might have received gross income for part of the year below the 
amount of personal exemption, and thus pay no tax, while for the 
remainder of the year his income might have been high enough to 
subject him to withholding tax. For the whole year, therefore, his 
income would have been such that if computed on an annual basis 
he would have paid less total tax than was actually withheld. The 
solution to tliis problem was to require a return covering his whole 
income for the year by the following March 15, calculating the tax 
payable on an annual basis. If the tax so computed was in excess 
of the total of tax withheld as shown on his withholding receipts, 
he paid the difference in a lump sum. If the total annual tax so com- 
puted was less than taxes withheld, he was entitled to a refund. The 
plan thus works to collect approximately the amount of the tax cur- 
rently, and to settle the difference at the end of the year. 

The third difficulty in current tax payments related to those in- 
comes to which the withholding plan could not feasibly be applied. 
Such incomes included those in the form of interest, dividends, rents 
and royalties, and those created by the sale of goods and services to 
miscellaneous buyers in the market. To take an extreme example, it 
would be clearly impracticable to require the consumer to withhold 
the income tax on that income of the independent corner grocer 
created by the purchase of a dozen eggs. It would be impossible to 
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establish standard tables of withholding rates, even if administration 
of such a scheme were possible. And in the case of interest, dividend, 
and similar incomes, it is likely that fewer returns would result if 
income were reported and the tax paid by the income receiver than 
if withheld at the source. Further, since such incomes commonly 
come to the receiver from several sources, it is much simpler to 
apply progressive rates, personal exemptions, and deductions to such 
incomes in their totality. These types of income were therefore ex- 
cluded from the withholding plan, and taxed in the hands of their 
receivers. How, then, could current tax payments upon such incomes 
be accomplished? The Act required all persons not included under 
the withholding plan who anticipated taxable income to file a decla- 
ration of their estimated income and estimated amount of tax on 
that income at the beginning of the year or portion thereof during 
which such income is anticipated.-® The estimated tax is payable 
during the year in which it is earned, in equal quarterly install- 
ments.-® Since the estimated tax is paid,, over- or under-payments are 
adjusted by a final return for the year showing actual income and 
actual tax liability. 

By the provisions of the Current Tax Payments Act, substantially 
all personal incomes are subject to tax during the year in which they 
are received.®® The degree of currency depends somewhat upon the 
pay period. The withholding tax collects weekly from incomes re- 
ceived weekly, and monthly from incomes received monthly. Those 
not subject to withholding pay their tax quarterly through the 

This requirement applies to professional and business men, and persons re- 
ceiving income in the form of interest, dividends, rents, and royalties, whose 
gross income from such sources is expected to exceed $100 lor the year. Also 
included in this requirement because they are specifically exempt from the 
withholding tax on wages are farmers, domestics, and ministers of the gospel. 
Further, persons whose wage's are subject to withholding arc required to file 
a declaration if their wage income exceeds $5000 for the year plus surtax 
exemptions. This requirement results from the fact that they are liable to tax 
in excess of the amount withheld at the source. 

If the declaration is made during the second quarter of the year, the tax is 
payable in three equal installments; if made during the third quarter, in two 
installments, etc. 

In 1945, of individual income tax collections totaling $18,523 million approxi- 
mately 55% represented taxes withheld, 45% not withheld. 
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calendar year. The advantages of such a plan, both to taxpayers 
and to government, are clearly evident. There are, however, certain 
costs connected with it which are worthy of note. It represents a 
radical departure from earlier tax procedures, and therefore requires 
a re-education of all taxpayers. Other things equal, such radical 
changing of the rules is undesirable, particularly in the case of in- 
come tax, which is by nature complex and difficult for the individual 
taxpayer to learn. It embodies an element of uncertainty, both to the 
taxpayer with respect to the amount of tax which he will finally pay, 
and to the Treasury."*^ Since the tendency of the withholding tax is 
toward overpayment, and refunds are not made until after the final 
annual return is made, the wage receiver is frequently in the position 
of a forced lender of small amounts to the Treasury. 

Two types of administrative burden are imposed by current tax 
payments. The plan places great responsibility upon the employer, 
who is required to act as agent for the taxpayer. The record-keeping 
responsibilities, the accumulation of data on withholding exemp- 
tions of employees, and the issuing of withholding receipts, impose 
relatively heavy burdens. Accounting by the Treasury is likewise 
made more onerous with the great increase in number of individual 
collections and the increase in number of refunds. 

With the increased costs involved in administration of a system 
of current tax payments and collection at the source, the balance is 
still heavily in favor of the system. It is doubtful that the severe 
taxes of the war and immediate post-war period could have been 
administered without some such plan. Experience with the with- 
holding and current payment plan will obviously accustom taxpayers 
to it, and reduce the adjustment frictions involved. Simplification 
and perfection of techniques can reduce some of the present un- 
certainties and improve administration, thus reducing other costs 
involved. It is probable that there will never be a return to the old 
system of “year-late” payments, partly because of satisfaction with 
the present system and partly because of the difficulties involved in 

In fiscal 1946 the Treasury made refunds of personal income tax overpayments 
amounting to approximately $1,393 million. Annual Report of the Secretary 
of the Treasury, 1946, p. 204. 
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transition. In fact, it was largely the transition problem which held 
up introduction of the current tax payments system until wartime 
fiscal needs demanded it. 

STATE PERSONAL INCOME TAXES 

Nearly all states have “income taxes,” though the ma- 
jority of such taxes are imposed upon businesses of various types 
(principally corporations) and do not aim at the general stream of 
personal income. This group of state income taxes, since they are not 
levied upon personal incomes, will be ignored in this chapter. In 
addition, there are some states which use a limited “personal in- 
come tax” as a substitute for property taxation of intangibles. When 
so employed the objective is not general use of the tax as a major 
revenue measure, but in effect it is a tax on intangible property 
measured by net income from intangible property. Such limited use 
clearly does not reflect acceptance of the principle of income taxa- 
tion per se. In fact, Ohio’s tax on the income from intangibles is re- 
garded as but a section of the classified property tax, while the rate 
applied by the New Hampshire tax is the average rate on other 
property, which means that the rate changes with property tax rates. 

We are concerned in this section with the taxe\s imposed by states 
upon general personal incomes ot individuals. In 1946 there were 
twenty-nine states employing such taxes.’'’* Of this group of states, 
seven first imposed their personal income taxes prior to 1920, five 
during the decade of the twenties, and seventeen during the decade 
of the thirties. Two states repealed their personal income taxes in 
1943; in both cases the law had been enacted during the thirties. 

In general, we may say that those states which enacted personal 
income tax laws prior to 1930 did so out of a desire to improve their 
tax systems in the direction of greater justice. Although in a few 
cases taxation of incomes began as an attempted new approach to 
the property taxation of intangibles, the major portion intended sub- 
stitution of the income tax for the property tax at the state level. 
Motives for enactment of state income tax laws during the thirties 

New Hampshire, Ohio, and Tennessee. 

Tax Systems, 10th ed., Chicago, Commerce Clearing House, 1940. 



STATE PERSONAL INCOME-TAXES 39S 

were principally two: (1) To substitute new revenues for ailing 
property tax revenues during depression, and (2) to provide net 
new revenue to finance the state contribution required to qualify 
for federal grants-in-aid, principally for aid to the needy and spe- 
cifically for the Old Age Assistance program. These latecomers were 
guided more by the pressures of expediency than from the conscious 
desire for long-range improvement in their tax sy stems. 

Of the thirty-one states with personal income taxes in 1937, more 
than half devoted substantially the whole of the revenues from this 
tax to the general funds of the state. This means that revenues were 
not shared with local governments, and were not earmarked for par- 
ticular governmental purposes. In seven more states the revenues 
were used by state government, but dedicated to specific purposes. 
In three such cases the revenues were dedicated to public schools, 
in two others to relief of the needy, and in the last two they were 
divided between the general fund and school funds. In four states 
the revenues were divided between state and local governments, 
and in two others substantially the whole revenue was returned to 
local governments, In the six states last mentioned there is strong 
suggestion that the tax had its origin as a substitute for property 
taxation of intangibles. By and large, however, a survey of the per- 
sonal income taxes now in force indicates an intent to reduce the 
tax burden upon property. As indicated above, in some cases this 
decision resulted from free choice on the long-run merits of the 
case, and in others resulted from the failure of property tax revenues 
to hold up in depression. 

In general structure the state income taxes follow the pattern of 
the federal tax, except that the state tax is typically a single tax at 
gradually progressing rates, and not a combination of normal and 
surtax. The definition of gross income, the list of deductions, and the 
types of personal exemptions (though not the amounts), are similar 

Indeed, the special tax commission of 1933 in Connecticut recommended the 
emergency use of a sales tax to supply the revenue deficiency ratlier than a 
personal income tax, partially on the grounds that the former, being a bad 
tax, would more likely be repealed at termination of the emergency than 
would an income tax, whose desirable qualities might well establish it as a 
permanent institution. 
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to those of the federal tax. All but three of the states employing 
general personal income taxes in 1946 taxed incomes at progressive 
rates. The rates themselves and the degree of progression are very 
mild compared with the federal income tax, though the income 
blocks to which particular rates apply are small, and the maximum 
rate is reached rather quickly. Most state rates begin at 1 per cent 
on the first $1000 of taxable income. The highest rate varies between 
3 per cent ( two states ) and 15 per cent ( two states ) with greatest 
concentration around 5 per cent. A schedule of rates which is a com- 
posite of the more typical state schedules would begin at 1 per cent 
on the first $1000 of taxable income, and progress by one percentage 
point per thousand dollars of additional income until a maximum 
rate of 5 per cent is applied to all taxable income over $4000. The 
reader is warned, however, of the danger of attaching much signifi- 
cance to a “typical” schedule of rates when variations among the 
several states are considerable. 

There is no mystery in the moderation shown by the states in the 
taxation of incomes. For the federal government is generally thought 
to have largely preempted the income tax field. When federal taxation 
of incomes began only four states were taxing incomes. And by 1930 
only ten states had entered the field. Even at the present time, only 

These three states are Maryland, which imposed flat tax rates of 5 % on the 
amount of income from investments and 2% on the remainder; Vermont, with 
a 4 % rate on the income from intangibles and 2% on the reiii.iinder; and 
Massachusetts, where various rates are applied, but not progressively. The 
Massachusetts tax distinguishes five diflerent types of income, and applies 
difterent rates to each. These types of income and their rates are: 


1. Annuities 1/2% 

2. Income from business, trade, profession, or occupation 1 %% 

3. Income from dealings in intangible property 5% 

4. Interest and dividend income 6% 

5. Income from real property acquired within one year of its 

sale to or condemnation by Massachusetts governments 50% 


Here is a curiosity in the field of income taxation. It obviously includes an 
element of intangible property taxation in the high rate on interest and 
dividend income (#4 above), and clearly discriminates against the income 
from purchase and sale of securities (#3). It declares open warfare upon 
those who would profit by sales of land to Massachusetts governments, and 
appears to place little confidence in condemnation proceedings (#5). Here 
is a “classified income tax,” possessing hardly a trace of the principle of 
ability to pay. 
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slightly more than half the states tax personal incomes. Under these 
circumstances it is not surprising that the federal government has 
gone its own way, taxing up to the limit of what it considers ability 
to pay, and ignoring the states. Some consolation is given in the 
permission to deduct state income taxes paid from gross income in 
determining taxable net income for federal tax purposes. But this 
does not share the field as would occur were state income taxes paid 
allowed as a credit against the federal tax.^^ The problem of sharing 
important revenue sources among governments at various levels is 
one which requires special study and is a problem much broader 
than that presented by duplication of personal income taxes alone. 
We shall have occasion to raise this problem in its broader aspects 
in a later chapter in connection with discussion of simplification of 
tax systems. 

In this chapter we have centered our attention upon the descrip- 
tive aspects of personal income taxation. Little has been said about 
its theory. The broad outlines of income tax theory have been sug- 
gested at several points in our previous discussion. The taxation of 
incomes is clearly founded upon the principle of ability to pay. It 
proceeds upon the fact that all taxes are eventually paid from the 
stream of personal income, and that intended results in terms of the 
allocation of burdens are more likely to be accomplished by direct 
levy upon that eventual source of tax payments. The federal income 
tax, and most state income taxes (on individuals) employ progres- 
sive rates. This is in line with the principle of diminishing marginal 
sacrifice per dollar as the magnitude of income before taxes increases. 

If sttite income taxes are deductible from pross income, the relief from 
federal tax is only tlie state tax times the effective rate of federal tax. But if 
state taxes are credited a|^ain.st the federal tax ( as they are partially in the case 
of death taxes) , the relief from federal tax is the whole amount of the state tax. 
Suppose the state tax were $100, and the federal tax $400 computed without 
allowance in any way for .state taxes. If the effective rate of federal taxation is 
20 %, then allowing deduction of state taxes from gross income for federal tax 
purposes would provide .20 X $100, or $20 relief from federal taxes, reducing 
federal taxes to $380 and making the total federal-state tax bill $480. If, how- 
ever, state taxes paid were allowed as a credit against the federal tax, the 
federal tax would become $300, and the total federal-state tax bill would be 
$400. The latter arrangement, if unlimited, would almost certainly result in 
wider adoption of the personal income tax for state and local use. 
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Reasonable questions may arise concerning the desirability of a par- 
ticular pattern of progression. So far as the states are concerned, 
however, their rate patterns can hardly be set up without regard 
for the federal tax, which is the major tax upon personal in- 
comes. Thus, under present circumstances, state personal income 
tax rates tend to be established in terms of the ability of various 
incomes to pay after meeting their federal tax obligations. 

But there is another reason why no consideration of the fine 
points of income tax theory has been undertaken in this chapter. 
These fine points of theory naturally arise in connection with the 
analysis of a number of particularly perplexing problems which have 
consistently beset federal tax practice in the United States. These 
problems we have reserved for treatment in the following chapters. 
In the process of their analysis we shall be required to investigate 
lines of cleavage between the theory and practice of income taxation, 
with a view to pointing out where improvements are in order. 
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CHAPTER 17 


THE NATURE OF NET INCOME 
FOR TAX PURPOSES 


If a tax is to be imposed upon the “net income” of in- 
dividuals, it is essential that net income be defined in such a manner 
as to accomplish the theoretical and practical objectives of the tax. 
More specifically, the definition must be precise in its inclusiveness; 
it must lend itself to consistent application to the various types of 
income; it must be logical or “correct,” so that its application ac- 
complishes justice among taxpayers; and it must define a magnitude 
which is possible of objective measurement. 

It is common in economics to use the term “income” in the sense 
of a flow of satisfactions from capital or labor. This is real or psychic 
income, and doubtless for purposes of analyzing individual or gen- 
eral welfare represents income in its truest sense. But although 
basically income is satisfactions, use of the term in this sense for tax 
purposes presents difficulties of various orders. In the first place, it 
is useless in income taxation unless translated into monetary terms, 
for the tax base must be stated in dollars. But to take this step in- 
volves some loss of preciseness and accuracy in the relation between 
real income and money income. For if real income represents a flow 
of satisfactions, money income is the market values of the goods and 
services which provide those satisfactions. But what guarantee have 
we that the expenditure of ten dollars on goods by one person actu- 
ally provides the same satisfaction to him as the expenditure of the 
same amount of money by another? By taking a dollar in taxes from 

397 
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each of these persons, therefore, we cannot be certain that both 
have sacrificed exactly the same amount of satisfaction. Were there 
some dependable, objective measure of the amount of satisfaction 
yielded, this measure could be used as the clearly proper income taA 
base. Lacking such a measure, we are forced to accept the closest 
approximation to it— money income— fully recognizing that in taking 
a step away from real income we use a measure which is somewhat 
inaccurate. 

The economic definition of income as real income raises prob- 
lems in determining at what stage it is to be measured for tax pur- 
poses. We have already seen that it cannot be measured at the stage 
of realization— the creation of enjoyment. But if we use money in- 
come, shall we measure it at the stage of use for purposes of enjoy- 
ment? It is often assumed that since real income is psychic, money 
income must be measured at the point nearest to the realization of 
that psychic income. For this reason it is frequently presumed that 
the most accurate money measure of true income is the money value 
of the goods and services producing true income. But this is too 
frequently taken to mean the value of consumers" goods purchased. 
A little reflection will show, however, that satisfactions are not only 
consumer satisfactions. For real income (satisfaction) can be gained 
from saving for future enjoyment or from giving away a part of 
one’s money receipts. In fact, saving and giving frequently occur 
because the satisfaction so derived is actually greater than the satis- 
faction which would otherwise have been realized by expenditure 
on consumption. Suppose that two individuals are in the same per- 
sonal situation and receive salaries of the same size. If one spends 
more on consumption than does the other, it is by no means clear that 
the first derives more immediate satisfaction from his salary than 
does the second. 

The point at which money income should be measured is that 
point at which it comes into the hand of the receiver— when it is 
available for disposal by him for consumption or saving. For the 
disposal of income must be presumed to follow the principle of 
maximizing satisfactions, whether that income is used for consump- 
tion or saving. It is over the question of savings that a considerable 
amount of disagreement has arisen. Are savings income? If real in- 
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come is narrowly defined as the enjoyment derived from consump- 
tion alone, savings are not income, and money income must be meas- 
ured after division into the consumption and saving streams. On the 
other hand, if real income is broadly defined to include all satisfac- 
tions derived from the disposal of monetary receipts (after deduc- 
tions of cost of production of those receipts), it is measured before 
disposal, and savings are income. The broader definition is pre- 
ferred because it measures more accurately current ability to pay 
taxes, and the tax is levied at the time when ability to pay first exists. 
It relates ability to pay to what the receiver could get in satisfaction 
from the use of his net receipts, rather than what he did get from 
their disposal. And the definition preferred here places government’s 
claim on a par with those of personal consumption and saving, rather 
than to place government in the position of residual claimant after 
disposition of income between consumption and saving has been 
determined upon by the individual. 

The question whether savings should be considered income for 
tax purposes implies a possibility of discriminatory taxation of sav- 
ings. Clearly, if that part of receipts which goes into savings is taxed 
before savhig takes place and again when dis-saving (expenditure) 
occurs, discrimination results. The alternatives are to tax savings and 
exempt dis-savings, or vice versa. Such discrimination can obviously 
be avoided by definition of income in the tax law. Administratively, 
however, there is a clear preference for the former method (the 
method used by all income taxes at the present time). The latter 
method would require exemption of savings in the individual’s tax 
return, and would require both detailed personal accounts of the 
disposition of income and great difficulty in checking the accuracy 
of returns. It would require also the inclusion in taxable income of 
such troublesome items as withdrawals from bank deposits and the 
proceeds of sales of securities and other personal capital assets. On 
practical grounds, therefore, there is distinct preference for defining 
income as personal net receipts from capital and labor prior to dis- 
posal. And on the grounds of theory there are elemental aspects of 
justice in taking the position that two persons with the same net 
receipts before disposal and in the same personal situation have 
equal capacity to pay taxes. 
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By defining income for tax purposes as net receipts before dis- 
position for consumption and saving we impose taxation upon funds 
destined to become a part of the individual’s capital. But to say that 
this is the taxation of capital is to deny that capital is created out 
of income, a denial obviously not square with the facts. For capital 
is a fund (of money or goods) created out of savings from income. 
But there is another aspect to the problem of distinction between 
capital and income. The income tax is not intended to be paid out 
of capital, and thus reduce the capital of an economy. It is essential, 
therefore, that the definition of income exclude that portion of re- 
ceipts which are themselves capital. The simplest example is that of 
depreciation. The reader will recall that in our discussion of the 
nature of gross national product and net national income, we found 
it necessary to deduct from GNP that part of the stream of annual 
output which must be reserved for replacement of the capital which 
produced the output. Without such deduction, a part of ''national 
income” would not be income from capital, but the capital itself. 
In the process of production specific items of capital are used up, 
some in a short period and others over a longer period. This using-up, 
or loss of service value, is depreciation. If replacement (or creation 
of reserves for replacement) does not take place out of gross output 
—or gross receipts— the fund of capital moves toward depletion. Net 
additions to the fund of capital will occur out of income, but existing 
capital is not maintained out of income. 

To deal adequately with the necessity for distinction between 
capital and income in the flow of gross receipts (in the case of a 
national economy, a firm or an individual) the definition of income 
for tax purposes must lay down a general principle for exercising 
the distinction in practice. Mr. J. R. Hicks’ “central criterion” of in- 
come will serve us well for tax purposes: “. . . a person’s income is 
what he can consume during the week and still expect to be as well 
off at the end of the week as he was at the beginning.” ^ Stated more 
generally, and in monetary terms, the income of an individual for 
any period of time is the money value of that part of his gross re- 
ceipts (in money and in kind) which can be used up without im- 

^ Value and Capital, Oxford, 1939, p. 176. Cf., also H. C. Simons' definition (b). 
Personal Income Taxation, Chicago, University of Chicago Press, 1938, p. 49. 
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pairing the prospects of equivalent gross receipts in any following 
similar period. Quite clearly, according to this definition, deprecia- 
tion is not income, while net additions to capital occur from income. 
We shall see in later applications of the definition to questions of 
income tax policy that some such definition of net income is essen- 
tial to the practice of justice among taxpayers. 

We turn now to several problems of personal income taxation 
which have been and continue to be troublesome. Our specific in- 
terest will be in application of the definition of income to these prob- 
lems, and in discussion of the possibilities of applying the definition 
in tax practice. 

WHAT IS AN INDIVIDUAL INCOME? 

The individual income tax need not utilize the individ- 
ual person as the object of taxation. As a matter of fact, the rationale 
of the ability to pay principle would seem to utilize the notion of 
ability to pay not of the individual, but of the income-receiving and 
income-spending unit, generally composed of a group of individuals. 
Other things equal, a single person without dependents has greater 
capacity to pay taxes per dollar of income than does the head of a 
family. Thus, we may say that ideally it is the income of the spend- 
ing unit and not that of the individual income receiver which should 
constitute the tax base. The federal income tax allows husband and 
wife to file either joint or separate returns in cases where both 
actually receive income. In the former case, income deductions and 
exemptions are combined, and the two incomes are treated as one. 
The circumstances in which a joint return would be normally pre- 
ferred would be those in which the income of one was less than the 
personal exemption he would receive under a joint return. Under 
the 1945 Act personal exemption of $500 for each spouse was allowed 
only under a joint return. If one of the two had gross income of less 
than $500 for the year, the full exemption would be effective only 
under a joint return. Much more important, however, is the case 
where each spouse receives income of such size that if combined 
under a joint return the combined incomes would be subject to 
relatively high surtax rates. 

The argument for joint returns under these circumstances runs 
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in terms of ability to pay. Suppose that the head (the sole income 
receiver) of family A receives $50,000 net income per year. He will 
probably file a joint return with his wife, but he gains only the $500 
personal exemption of his wife by so doing. The marginal dollars of 
his income are subject to combined normal and surtax under the 
Act of 1945 at the rate of 72 per cent. Suppose, on the other hand, 
that in family B the husband receives $30,000 net income and the 
wife $20,000. The net income of family B is thus the same as that 
of family A, and the two family incomes would be taxed alike if 
family B made a joint return. But each spouse of family B is en- 
titled to make a separate return. The marginal dollars of the hus- 
band’s income will be taxed at a 62 per cent rate, while the marginal 
dollars of the wife’s income will pay 53 per cent. The total tax on 
family A’s income will be roughly $26,000, while the sum of the two 
taxes on family B’s income, computed by the same method, is 
$19,900. Is there over $6000 dilference in the abilities of these two 
families to pay income taxes? On the basis of the facts given, the two 
families have the same ability. At least, so far as family net income 
represents ability to pay, the two families are alike. 

The arguments opposed to requirement of joint returns are princi- 
pally non-economic. It is claimed that such a requirement would 
deal a blow to the institution of the American home; that it would 
discourage marriage and encourage immoral living. Possibly the 
institution of marriage needs encouragement through tax laws, or at 
least is not strong enough to overcome tax discouragements. Per- 
haps the independence of wives would be broken down by joint in- 
come tax returns. One may be excused the cynical observation that 
in those marginal cases where joint returns would destroy or prevent 
family life, the institution of the family is too anemic to be of great 
social value. This is one of those cases where the final decision re- 
specting tax policy requires evaluation of economic and non- 
economic factors. It is apparent, however, that from the point of 
view of tax justice, the family income should represent the tax base, 
and joint rather than separate returns are indicated. If sociological 
considerations override those of tax justice, the former will logically 
prevail in establishment of policy. 

It is frequently argued that to require joint returns would dis- 
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courage the taking of jobs by married women, with the consequence 
of labor shortage and a level of social income lower than that 
actually attainable. This is entirely possible, although those to whom 
the advantage is marked as between separate and joint returns are 
frequently those “career women” for whom income is not the only 
important consideration. By and large, it is hardly likely that the re- 
quirement of joint returns would seriously affect the size of the 
female labor force, since in most cases incomes are not high enough 
to make a great difference, whether they are taxed jointly or sep- 
arately. 

It is worth nothing that a requirement of joint returns would 
eliminate from the federal tax an injustice which now exists. In some 
states income to one spouse is legally regarded as being owned by 
both. The federal tax recognizes these “community property” laws 
and allows separate returns by husband and wife even though the 
income is actually earned by only one. Thus, residents of com- 
munity property states may divide equally for tax purposes what in 
other states is regarded as income to a single person. Such division 
of income is wholly unreal, and discriminates against income re- 
ceivers in states without community property laws. Since it is ap- 
parently impossible for the federal government to ignore state com- 
munity property laws for federal tax purposes, the obviously simple 
escape from the injustices resulting would be to eliminate the 
privilege of separate returns by designating the spending unit as the 
taxed “person.” ^ 

^ After the above paragraph was set into print the Congress included in the 
Revenue Act of 1948 a provision extending the joint return privilege formerly 
allowed only to residents of community property states to residents of all states. 
Although this provision eliminates the type of injustice inherent in the example 
of the third preceding paragraph, it would appear to make the existing system 
of personal exemptions quite illogical. For under the new arrangement, the 
non-income-earning wife in family A is granted the equivalent of a dependent’s 
exemption of about $6000, while the family is allowed an exemption of $600 
ftir each child. Further, under the universal application of income-splitting, 
which for tax purposes artificially makes two smaller incomes out of one larger 
income, the non-income-earning spouse is granted a personal exemption (in 
the form of tax savings) which increases in size with the size of the family's 
income. In the small income family the wife is allowed $600 exemption; in the 
large income family the wife may be allowed the equivalent of an exemption 
running into many thousands. This change in the Act of 1948 would appear to 
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THE INCOME PERIOD FOR TAX PURPOSES 

The selection of the year as an arbitrary period during 
which incomes are presumed to be earned may cause serious practi- 
cal injustice among personal income taxpayers. The period during 
which an income is earned quite obviously is frequently not identical 
with a calendar period. The federal law requires the return to be 
made on the basis of a twelve-month period, though this need not 
necessarily be the calendar year— it may be any twelve-month period 
corresponding with the taxpayers’ system of maintaining accounts.^ 
The important fact is, however, that the personal income tax operates 
upon a cash basis rather than on an accrual basis. Thus, an income 
is presumed to be earned when it is received. Although this is gen- 
erally acceptable in the case of wages, salaries, interest, and divi- 
dends, it is frequently quite unacceptable with respect to profit and 
royalty incomes. 

It is accepted as typical in the business community that the first 
few years of a new business involve relatively low net income, and 
in many cases losses. The costs of starting a business are partially 
those of building up good-will. Later income which results from 
good-will is not, therefore, allocable solely to the twelve-month 
period in which it is received. A doctor or a lawyer may well be 
required to live frugally while he builds up his clientele to the point 
where respectable net income is received. Of course, during the 
years when he makes no income he pays no tax. But this does not 
affect the size of the tax which he eventually pays out of then current 
income. 

Suppose we take the case of a writer, who struggles along for a 
period of, say, three years during the writing of a novel. During 
the three-year period he either lives on his savings, on charity, or 
takes time out to write bits here and there from which he earns 
enough to finance himself while preparing his major work. Let us 
assume that he has no taxable income during the three-year period. 


call for a reexamination of the schedule of progressive tax rates, to bring them 
into line with ability to pay. In terms of family units, the income-splitting pro- 
vision makes the rate schedule markedly less progressive. 

^ It is, however, difficult to change from one accounting period to another. 
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During the fourth year his novel is published, and is successful, 
bringing in royalties in that year which give him taxable net income 
of $75,000. He is taxed as if the whole amount were earned in the 
one (fourth) year, and his tax is approximately $46,000, computed 
at 1946 rates. Clearly it is reasonable to state that the income was 
actually earned over a period of four years, and if it were allocated 
in equal portions over the four years his total tax would have been 
about $26,000. We here face a basic problem in ability to pay. In 
the example just cited, the real ability to pay taxes in any one year 
from the novelist’s income of $75,000 is considerably less than the 
ability to pay from an income of the same size which is consistently 
at that level from year to year, yet a tax which assumes income to be 
earned in the twelve-month period in which it is received does not 
take account of such differences in ability to pay. 

It is not often feasible to take account of these differences by 
the calculation of income on an accrual basis, for two reasons. The 
first is that it is generally impossible accurately to forecast the 
amount of income eventually to be received. Our novelist, our doctor, 
or our lav/j^er cannot know with any degree of accuracy what his 
future income is to be, and cannot therefore accurately calculate a 
tax on accrued income during the years before cash income is re- 
ceived. The second objection to taxation of accrued income is that 
in the early years before cash income is received the taxpayer might 
be subject to great inconvenience in raising the necessary cash for 
tax payment. 

The same objective may be accomplished by the operation of a 
“carry-back” system of computing the final tax. When the income 
is actually received, the tax liability can be computed on the basis 
of what it would have been had it been received in equal install- 
ments during the period while it was being earned. Such a system 
overcomes both difficulties mentioned in the paragraph next above. 
But there is as much reason for carrying forward as for carrying 
back. What we have said about those incomes which represent a 
long period of production can equally be said for incomes which 
fluctuate from year to year for any cause. Losses of one year must 
be met by income of another, and it is impossible to say that losses 
are always met out of prior income; they may be and are met from 
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future income. And even if net losses do not occur, the tendency 
under conditions of fluctuating income is to use income from high- 
income periods during low-income periods. 

Aside from the justice aspect of carry-over and carry-back pro- 
visions, there is the incentive aspect. Any economic pioneering ven- 
ture involves relatively high risk of loss, along with the possibility 
of unusually high gain. If, therefore, losses in periods of low income 
are to be ignored while gains in periods of high income are heavily 
taxed, the prizes to be gained from economic ventiiresomeness are 
made less attractive while loss possibilities are made no more so. 
A dynamic economy, with heavy dependence upon risk-taking in- 
vestment, will do well to avoid unnecessary burdens upon risk- 
takers. The calculatifjn of income for tax purposes over a period 
longer than a year would almost certainly encourage the type of 
new and more risky investment which is required in order to main- 
tain a high level of national income. The question may be raised 
whether this is not a matter more properly applicable in the taxation 
of businesses than in the taxation of individuals. The answer is that it 
applies to both. The net income of unincorporated business ventures 
is taxed by the individual income tax, and corporations have no 
monopoly upon investment and the acceptance of business risks. 

We have not so far been concerned with the mechanics of a 
carry-over provision in the tax. But it is a problem which must be 
met if the principle is to be adopted. Our analysis to this point 
would imply that incomes received should be spread for tax pur- 
poses over periods longer than a year. Ideally the longer period 
would embrace those years while the individual is intended to be 
self-supporting. Federal income tax laws formerly allowed children 
less than eighteen years of age to be considered dependents of their 
parents. It would be reasonable to assume that the age of eighteen 
years represents the age at which persons typically become economi- 
cally independent. Thus, the carry-over of credits against later in- 
come need not begin before the age of eighteen is reached. It should 
then be applicable until death. For practical reasons, however, it 
would probably be wise to carry credits forward or backward for a 
limited period only, since the longer the period, the greater the com- 
plexity of calculation. Professor Simons recommends “a simple 
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averaging device" by which the carry-over and carry-back provisions 
would be applied.* If income were computed on the basis of a five- 
year moving average, with annual settlement of over- and under- 
payment, a great deal of progress could be made toward justice to 
the recipients of fluctuating income. Such an averaging device could 
not be “simple” in an absolute sense, but minor corner-cutting such 
as is characteristic of the “short form” at present would eliminate 
many complications which present themselves.^ 

Carry-over and/or carry-back provisions have frequently been 
employed, both in the United States and elsewhere. These have ap- 
plied only to the carrying over of losses from year to year, and have 
related only to net business losses. Thus the averaging of income 
over a period of years— as suggested here— has not been attempted, 
and even the carry-over or carry-back of losses has not included 
losses in general. The carry-over of net business losses has been al- 
lowed under both the personal income tax (personal incomes from 
unincorporated business) and the corporation income taxes. Under 
the 1945 Act (and since 1942), net business losses could be carried 
back two vears, and any losses not so carried back could be carried 
forward for a period of two years, though losses must be carried 
back before they are carried forward. There appears no good reason 
why this should not apply generally to any excess of deductions and 
exemptions over gross income to the individual. But even if this 
were done, it would relate only to net credits. In the interest of 
justice to those with highly variable incomes it appears reasonable 
to take the further step of averaging net income (including net 
losses) over a reasonable period of years. 

The system of averaging incomes over a period of years is clearly 
to be recommended for reasons of justice among individual tax- 

^ Henry C. Simons, "Federal Tax Reform,” in International Postwar Problems, 
Quarterly Re^view of the American Labor Conference on International Affairs, 
January, 1946, p. 27. 

® Under any system it would be necessary for the taxpayer to retain records of 
taxable net income reported and tax paid. Other recommendations in this 
chapter, particularly with respect to treatment of capital gains and losses, 
would somewhat simplify the problem. It is believed that tlie precise arithmetic 
formulae by which the “simple averaging device” would be applied are beyond 
the scope of our discussion here. But it seems reasonable to believe that at 
some sacrifice of meticulous refinement, such a plan could be devised. 
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payers, eliminating the present discrimination against the receivers 
of widely fluctuating incomes. On the other hand, however, the 
system of averaging has disadvantages in terms of counter-cycle use 
of income taxes. Under boom conditions, where taxation is to be, 
used to remove excess purchasing power tending toward price in- 
flation, an averaging scheme would allow the high income receiver 
lo carry back a portion of currently high income to bring former 
incomes to the average level for the period. If former losses are to 
be made up in this way, considerable amounts of currently received 
income may escape the high anti-inflation rates of the current year; 
if currently received income is to be allocated to earlier low-income 
years it will be subject to lower rates. In either case some part of 
the objective of anti-inflation taxation is unrealized, although by up- 
ward adjustment of rate schedules some part of these tax-freed funds 
could be recaptured.® 

EXCLUSION OF CAPITAL ITEMS FROM INCOME 

Recalling our definition of income as receipts which 
can be used up without impairing the prospect of equivalent re- 
ceipts in any following period, we are forced to the conclusion that 
any part of receipts which if used up would impair this prospect 
must be capital or its equivalent in capitalized human earning power. 
Income tax laws have been quite meticulous in exempting capital 
itself from taxation. The same cannot be said concerning human 
assets. The individual who receives his income from personal 
service experiences with the passage of time the wasting of his 
principal asset— the ability to earn. The human being typically 
reaches at some age a cessation of earning power, due to age, in- 

® Some detail in explanation of the averaging plan is in order to explain the above 
statements. Two kinds of variation are contemplated: variation from year to 
year in income and variation from time to time in tax rates. The averaging 
plan would eliminate variation in incomes (for tax purposes) by allocating a 
portion of income in a high-income year to years with lower income. This does 
not mean, however, that income so allocated would then be taxed at tax rates 
current in the year to which it is allocated. Thus when for counter-cycle reasons 
tax rates are increased, income realized in a high-rate year would be subject to 
those rates even though allocated to former years. The difference would be that 
the total tax bill is lowered by allocating income, which in the absence of 
averaging would reach a high surtax bracket, to lower brackets. 
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firmity, or death. In more technical terms, his service life is limited. 
While he is earning, therefore, the whole of his earnings ( salaries or 
wages) cannot be considered as income, since a part of these earn- 
ings represents the gradual loss of the human equivalent of capital 
value in a machine or building. Capital which produces an interest 
income to its owner is presumed to be permanent, since the amount 
of that income is everywhere recognized to be determinable only 
after depreciation has been deducted for the purpose of replacing the 
particular capital instrument with another when its service life has 
ended. True income from personal service, by the same reasoning, 
is determinable only after deduction of an amount from current 
receipts adequate to replace the capitalized earning power of the 
human being at the end of his service life. It is, of course, unthink- 
able that this accumulated reserve should be used to purchase an- 
other human being, as is done with the depreciation reserve for 
capital instruments. The earning power of the individual must then 
be replaced by a fund of his savings, which savings perpetuate his 
earning power. It is no more reasonable to expect a machine to 
create its replacement fund than to expect a human being to do it. 
If it be pointed out that when the laborer dies he not only loses his 
earning power, but also his need for earning power, it can be argued 
with equal force that neither are the wants of the owner of capital 
more permanent than he himself. 

It is clear, therefore, that wage receipts of $2000 per year are 
not as pure income as are interest receipts of the same amount. The 
latter is income after depreciation allowance, while the former is 
not. It follows, therefore, that the capacity to pay taxes from an 
annual wage income of $2000 is less than the capacity to pay taxes 
from an annual interest income of $2000. 

The federal income tax has from time to time provided a special 
deduction for income from personal service. When utilized, it has 
been referred to by the law as the “earned income credit.” The 
terminology has been unfortunate, and has tended to obscure the 
rationale of the deduction. For income from personal service has 
been called “earned income,” while that from property or wealth 
has been termed the opprobrious opposite, “unearned income.” The 
public has been (naturally) led to the feeling that the latter 
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is in some way less useful to society, and less lustifiable econom- 
ically. 

This deduction first appeared in the 1924 Act, and was retained 
through successive acts until 1932 as a 25 per cent deduction from 
the normal tax. (It was not applical)le to surtax.) It was completely 
repealed by the 1932 Act, but restored again in 1934 as a 10 per cent 
deduction from net income as computed without this deduction, and 
again only for normal tax purposes. Furthermore, all net income 
up to $3000, whether from personal service or from property, was 
considered earned, and all net income over $14000, from whatever 
source, was considered unearned. The actual tax advantage to 
earned income after 1934 was thus but 10 per cent of the normal 
tax rate times earned net income. This was a far more niggardly 
credit than the previous 25 per cent of normal tax. The earned in- 
come credit was repealed in 1943 and at the time of this writing 
(1947) has not been resurrected. 

Several suggestions can be made in explanation of the consistent 
allowance of depreciation of capital in the tax laws, while the al- 
lowance of an earned income deduction has been far less consistent. 
The first explanation lies in the fact that the rationale of the earned 
income credit was never generally understood. By the receiver of 
“earned income” the credit was regarded as a wind! all, probably due 
to legislative concern for the little fellow, while the receiver of 
“unearned income” typically regarded it as class discrimination based 
either upon the desire for reelection or as a pronouncement of social 
condemnation of property income. The misunderstanding was not 
reduced by Congressional wavering in application of the principle 
itself. CoTigressional confusion was added to public confusion in 
1934 by failure to distijiguish earned incomes from small incomes 
(all net income of $3000 or less was considered “earned”) and un- 
earned incomes from large incomes (all net income over $14,000 
was considered “unearned”). The consistent application of the 
earned income credit to normal tax alone reflected indecision as to 
the nature of earned income. 

The second suggestion in explaining the indecisive policy is the 
usual one of revenue need. Tax history is replete with demonstra- 
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tions that when the chips are down revenue conditions supersede 
those of justice. Repeal of the credit in 1932 and again in 1943 sug- 
gests that the special treatment of personal service incomes is largely 
a fair weather matter. In extenuation of the 1943 action, it may be 
pointed out that a particular tax objective in that year was the 
control of inflation in the consumer goods markets, and the receivers 
of “earned incomes” were then behaving badly from the anti- 
inflationary point of view. 

Were not the two explanations given above so broad as to ac- 
count by themselves for this curious and inconsistent Congressional 
behavior, a third might be put forth seriously. With a rather large 
proportion of the receivers of personal service incomes brought 
under the provisions of the Old Age and Survivors’ Insurance scheme 
of the Social Security Act, the individual worker was no longer re- 
quired to provide his own retirement income. Those workers cov- 
ered by the Act thus could consider their wages (after social se- 
curity tax deductions) as true income. It is not seriously suggested 
that this is a genuine explanation for Congressional action in remov- 
ing the ernied income credit. And if it were it would not be a 
logically acceptable excuse. For a great many receivers of “earned 
income” do not come under social security coverage. In the second 
place, such coverage does not provide treatment equivalent to that 
provided in depreciation deductions, for the coverage does not make 
labor incomes permanent, but only for life subsequent to attainment 
of legal retirement age. Finally, social security taxes taken out of his 
pay are not deductible for income tax purposes from the employee’s 
income, indicating conclusively that social security could not have 
been seriously considered by Congress as a substitute for the earned 
income credit. 

CAPITAL GAINS AND LOSSES 

Nature of Capital Gains and Losses One of the most 
difflcult and unsettled problems of federal income taxation has been 
the treatment of capital gains and losses. By a capital gain we mean 
a financial gain resulting from the sale of a capital asset at a higher 
price than was paid for it. The gain arises out of an appreciation 
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of capital value, and creates in the hands of the receiver a clear 
capacity to pay taxes. We must recognize, however, two adminis- 
tratively different types of gains arising from the sale of assets. The 
first is typified by the usual gains from mercantile enterprises, where 
goods are sold for prices higher than were paid for them. Such gains 
are clearly business income, and should be treated like other income 
for tax purposes. The second type of capital gain is of the irregular 
or unusual sort, occurring outside the normal course of earning one’s 
income. It is this latter type with which we are dealing when we 
speak of the treatment of “capital gains and losses” in income taxa- 
tion. It is perhaps best typified by the physician whose regular in- 
come arises from the practice of his profession but who may pick up 
gains now and then through the purchase and sale of bonds and 
stocks. 

The federal income tax law describes capital gains and losses to 
the individual as the gains or losses from sale of certain types of 
property. These types of property include assets held by the taxpayer 
other than ( 1 ) “stock in trade” held primarily for sale to customers 
in the ordinary course of his business, (2) real property used in 
trade or business, or (3) the securities of governments in the United 
States.® The intent is clearly to specify for treatment under this 
head gains and losses on sales of property outside the area of one’s 
normal trade or occupation. Thus, a grocer would have his gain from 
the purchase and sale of groceries taxed in the same manner as are 
salaries and wages; while if he were to realize gain from the sale of 
his residence, this gain would be regarded for tax purposes as a 
“capital gain,” and given somewhat special treatment. A capital gain 
or loss can be “realized” only through actual sale or exchange 

^ A net appreciation of capital value is meant. Property may increase in value 
because of the investment of capital in its improvement. The capital gain would 
then be the appreciation in capital value less any direct cost incurred in im- 
provements. 

^ Internal Revenue Code, Sec. 117 (a) (1). 

^ With the following exceptions (as of 1946): (1) worthless stocks or bonds, 
which create realized loss though not sold, (2) retired bonds, where com- 
parison of matured value with price originally paid may establish capital gain 
or loss, and ( 3 ) dividends declared in liquidation of a corporation, constituting 
distribution of their equities among the owners. (Internal Revenue Code, Sec. 
23 (g) (2), (k) (2); Sec. 117 (f); Sec. 115 (c).) 
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paper gains are not recognized. In practice, the principal capital 
assets subject to this special tax treatment are investment securities 
and real estate. 

We are thus treating here a class of taxable incomes which have 
certain striking peculiarities, among which are: (1) their basically 
fluctuating character, (2) their susceptibility to manipulation in 
order to gain tax advantage, and ( 3 ) their special incidence among 
larger income receivers. Being outside the normal course of income- 
earning activity, capital gains or losses are realized infrequently by 
the average person, though it should be pointed out that they are 
typically realized more frequently by the “speculator” than by the 
“investor.” Capital gains and losses are further heavily dependent 
upon the course of prices and the business cycle. The experience of 
the Treasury with respect to revenue collections from capital gains 
and losses shows their widely fluctuating character. From 1926 to 
1940, the average yearly revenue from capital gains was about $120 
million. However, in 1928, the highest year, the revenue was $576 
million, while in the years 1930, 1931, and 1932, the Treasury actually 
lost revenue on account of an excess of total capital losses, which 
losses were deducted from other income.^*^ 

The distribution of capital gains by income classes shows clearly 
the concentration of such gains in the higher income groups. In 1938, 
for example, the following estimates were made by the Treasury: 


NET INCOxVlE CLASS 


% OF TOTAL 
NET INCOME 
RECEIVED 


% TOTAL SHORT- 
TERM CAPITAL 
GAINS 


% TOTAL LONG- 
TERM CAPITAL 
GAINS 


Under $5000 64.0 

5000 and over 36.0 


33.0 13.0 

67.0 87.0 


It will be noted that although two-thirds of total short-term capital 
gains and seven-eighths of long-term capital gains accrued to the class 
with net income of $5000 and over, even a net income slightly under 
$5000 must be considered large in terms of the distribution of na- 

See testimony of Randolph Paul before House Committee on Ways and Means, 
concerning the Revenue Revision of 1942, Vol. 1, p. 255. 

From testimony of Randolph Paul, op, cit., Vol. 2, p. 1638. The distinction 
between long- and short-term capital gains will be discussed later in this 
chapter. 
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tional income. It is probable that in the class under $5000, most of 
the capital gains were realized by individuals with net incomes only 
slightly below that figure. Such incomes would not generally be con- 
sidered small. 

Survey of Federal Treatment of Capital Gains and 
Losses As in the case of other troublesome problems of income 
taxation, the treatment of capital gains and losses by the federal 
government has been changeable and lacking in consistency with re- 
gard to any central principle. The first modern federal income tax 
(1913) included net capital gains with other income and taxed the 
whole at uniform normal and surtax rates. Net capital losses (i.e., 
capital losses in excess of capital gains) were not recognized; capital 
losses could be deducted from capital gains, but no excess could be 
deducted from other income. At the beginning, therefore, gains were 
assumed to be the equivalent dollar for dollar to other income so far 
as taxable capacity was concerned, although Congress was not ready 
to go the whole way in consideration of all capital losses as negative 
income— they were only negative capital gains. 

In the 1918 law, capital losses were deductible in full from both 
capital gains and other income. We find, therefore, adopt i oil of the 
consistent principle that capital gains and losses are full-fledged 
(positive and negative) incomes. In 1921 a new treatment appeared. 
Capital net gain was given the choice between paying a tax of 12/2 
per cent or of paying regular normal and surtax rates as a part of total 
net income, though if the former alternative were followed the total 
tax paid could not be less than 12/2 per cent of total net income in- 
cluding capital gains. Only gains from the sale of pro 2 :)erty held over 
two years were, however, entitled to the alternative computation. 
The implication of this action is that capital gains are not on all fours 
with other income. If they were a part of high incomes, the alterna- 
tive method provided some relief. Under the 1921 law, however, 
capital losses were fully deductible from capital gains and from 
other income. 

The 1924 law reinstated limitations upon the use of capital net 

No attempt is made to catalogue all changes in treatment of capital gains 
and losses. Only those provisions significant to discussion of the nature of the 
prohlem are included. 
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losses for reduction of taxable income. From the tax as computed 
without regard to capital loss, a deduction of 12/2 per cent of capital 
net loss was allowed, provided such deduction did not reduce the 
total tax by more than 12/2 per cent. Capital net losses in any year in 
excess of the amount used in that year to reduce the tax were per- 
mitted to be carried over for a period of two years. Curiously enough, 
such losses carried over were deductible from “ordinary net income'’ 
in subsequent years, and not from subsequently realized net gains. 

The developments in the early nineteen-thirties were essentially 
continuations of the trend toward limiting capital losses for tax pur- 
poses. The significant change was the distinction between short-term 
and long-term gains and losses. The latter were given more favorable 
treatment than the former, for reasons worth brief discussion. The 
first reason was that short-term gains are essentially speculative in 
character, and thus (for non-tax reasons) entitled to less considera- 
tion. The mood of the times, largely the result of the speculative 
excesses of the late nineteen-twenties, was distinctly unsympathetic 
to speculation. The second reason has far more solid foundation in 
tax theory: long-term gains and losses may be considered as accruing 
over a period generally longer than one year, and to tax them as if 
they represented income for the year in which they were realized 
would involve application of undesirably heavy tax rates in many 
cases. The third reason for more harsh treatment of short-term gains 
and losses lay in the realization that such gains and losses were 
peculiarly susceptible to manipulation for purposes of controlling the 
amount of income tax payable. Short-term losses could easily be 
arranged so as to cancel capital gains and to reduce other net in- 
come for tax purposes. This was done particularly by those in the 
higher income groups, and thus partially negated the high surtax 
rates of the period. It was further evident that in some cases sales 
to establish losses were not bona fide as contemplated by the Con- 
gress, but represented end-of-year exchanges within the family or 
among friends for the purpose of CvStablishing losses. In some in- 
stances these exchanges were found to be only temporary, the 
securities finding their way back into the hands of the original owners 
soon after tax date. 

By the 1932 law, short-term losses were deductible only from 
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short-term gains, eliminating the possibility of any reduction in other 
income through net short-term losses. The carry-over of net short- 
term losses to subsequent years was terminated in 1933. In 1934 
gains and losses were classified by an elaborate schedule, the longest- 
term gains being those on securities held over ten years, and the 
shortest-term less than one year. The former were entered at 30 
per cent of their amount, the latter at 100 per cent, with several 
gradations between. Capital losses were allowed to the extent of 
capital gains plus $2000, but the carry-over of losses to subsequent 
years was disallowed. Further, the flat 12/2 per cent rate on gains 
was eliminated, which made them again subject to regular tax rates. 
Succeeding laws have not fundamentally changed this method of 
treatment, though percentages, holding periods, and the extent of 
net loss allowances have varied. Under the law effective in 1946, 
gains or losses on assets held for six months or less are considered 
short-term, and are entered as income at 100 per cent. All others are 
long-term gains or losses, and are entered at 50 per cent. Net capital 
gains are taxed at rates applicable to other incomc,^^ and capital 
losses are allowed in any year to the extent of capital gains plus 
$1000. However, unused capital losses may be carried forward for 
a period of five years. 

In the welter of changes and confusions attending the treatment 
of capital gains and losses, certain general patterns stand out. In 
summary, we note a general tendency to tax capital gains as income, 
though for a major part of the modern period the taxpayer has been 
offered an optional flat-rate tax on such gains. The implication is 
that although capital gains are income, they do not possess precisely 
the same capacity to pay taxes as does other income— at least in the 
higher brackets. The treatment of capital losses is even less con- 
sistent. They have always been given some consideration as negative 

An alternative tax computation is allowed when net long-term gains exceed 
net short-term losses. A partial tax on other income is computed, and to this 
partial tax is added 50% of the excess of the long-term gams. The taxpayer 
may choose the smaller of the amounts computed in the ordinary manner and 
by the alternative method. It is notable that by the alternative method the 
excess of long-term gains over short-term losses is taxed at an effective rate 
of 25^, since but 50^ of actual long-term gains is taken into account and the 
rate applied is 50 %. 



CAPITAL GAINS AND LOSSES 417 

gains, but typically they have been deductible from other income 
only in limited amounts. Only between 1918 and 1924 were they 
fully deductible; before that period they were not deductible at all 
and since that period they have been deductible generally only in 
nominal amounts. Finally, the distinction between long- and short- 
term gains and losses has grown up in recent years, with compara- 
tively favorable treatment granted the former. 

Are Capital Gains Income? By strict economic defini- 
tion of income as a flow from a fund of capital, capital gains and 
losses do not qualify as income. They are increments or decrements 
to capital value, a capital gain reflecting either an anticipated in- 
crease in future income from the property or a lower rate of capitali- 
zation of the same anticipated income. Nor do capital gains meet 
the requirements of our definition of income as the money value of 
that part of gross receipts which can be used up without impairing 
the prospect of equivalent gross receipts in any subsequent similar 
period, when they are viewed as gains of a particular year. Such 
fluctuating gains (and losses) do, however, fit this definition if by 
the process of averaging we spread them over a longer period. 

If we view capital gains from the point of view of disposable re- 
ceipts, we find that they clearly represent ability to pay taxes at the 
time of their realization. They represent liquid funds which can be 
spent or saved (or taxed) without disturbing the pro.spect of con- 
tinued income from capital at the same level as before. That they 
are irregular must be admitted, but that their utilization worsens the 
capacity to receive future income must be denied. To the profes- 
sional speculator, capital gains are clearly his only income; to argue 
that he receives not income but capital premiums and therefore 
should not be taxed is to make a distinction where no significant 
difference exists. Thus we may see that the annual receipts of the 
salaried worker are not different— for tax purp()ses— from those of a 
merchant whose income arises from appreciation in value of the 
goods he sells, except that the former may be somewhat more regular. 
The nature of the merchant’s income is like that of the professional 
speculator. And is the income of the professional speculator different 
from that which the amateur and part-time speculator receives for 
doing the same thing? It is impossible to find any differences in the 
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taxable capacities of the following three men: A, who receives 
$10,000 salary per year; B, who receives $5000 per year from legal 
practice and $5000 per year in capital gains from the sale of assets; 
and C, who receives $10,000 per year solely from capital gains. (We 
assume by saying “per year” that an averaging process has ironed 
out year-to-year fluctuations in all incomes.) We conclude, there- 
fore, that for purposes of equity all should be treated alike by the 
income tax, and we are driven to this conclusion in full view of the 
storms of controversy surrounding the issue. 

Common Objections to Capital Gains Taxation The 
objections to capital gains taxation may be segregated into two 
classes: those which object to any inclusion of capital gains and 
losses in income taxation, and those which object to particular 
methods of treatment. The objection to any income taxation of 
capital gains and losses centers around the question whether they 
are truly items of income. This is not an idle question of theory; it 
has important practical applications in the realm of discriminatory 
double taxation. For example, is it logical to tax as income an ap- 
preciation in capital value which is the result of capitalizing an- 
ticipated increases in income from capital, and then later to tax this 
increased income when realized? The answer would be in the nega- 
tive, provided paper gains were taxed as income. But since gains 
must be realized through sale of the asset before they are taxable, 
the capital gain accrues to one person ( and is like his other income ) 
while the higher anticipated interest, dividend, or rental accrues to 
another. It would be difficult to label this as discrimination or double 
taxation.^^ 

A special situation which causes discriminatory double taxation through taxa- 
tion of capital gains is that in which corporate income is reinvested by the 
corporation. The corporate earnings are reinvested after having paid corporate 
income taxes. However, the very reinvestment is likely to increase the market 
value of securities outstanding; if such securities are subsequently sold, capital 
gains are likely to result. The income and the appreciation of capital created 
by its reinvestment are both taxed (finally) against tlic same person. 

This kind of discrimination, however, occurs even when corporate earnings 
are distributed to stockholders. Personal income which arises through corporate 
activity is thus taxed twice— once as corporate income and again as personal 
income. The fact of such double taxation is due not to the taxation of capital 
gains but to the taxation of income to the corporation as if it were a separate 
stream of income. 
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There are many different objections to specific methods of taxing 
capital gains. Heading the list of such objections is that which op- 
poses the taxation of capital gains in full while capital losses are not 
given full and equal treatment as deductions. There has never been 
a disposition to disallow capital losses as deductions from capital 
gains. But government has more recently shown quite consistent 
determination to stand firm against a significant amount of deduc- 
tion of net capital losses from other income. This practice can be 
explained— though not justified— on two counts. When capital losses 
are fully deductible, the large investor can frequently create capital 
losses by proper selection of securities for sale with the purpose of 
avoiding high taxes in the upper brackets. The effectiveness of the 
high rates in bringing in large revenues from other income is in this 
manner largely vitiated. And whether or not losses are intentionally 
realized for tax purposes, the downward swing of the business cycle 
will inevitably create large capital losses, as well as a lower level of 
“ordinary income.” The downswing thus normally brings a severe 
reduction in income tax revenues, and this reduction is intensified 
through capital losses, when losses are deductible from other income. 
The reader will note that the revenue objection to full deductibility 
of losses does not take account of the desirability of severe reduc- 
tion of tax burdens during the downswing of the cycle. But we are 
here endeavoring to explain why the Treasury and the Congress 
have favored limited deductibility, and experience so far has shown 
too great concern by these agencies for high levels of revenue during 
such periods. 

The second explanation of the rather consistent limitation of 
capital losses to the approximate extent of capital gains runs in terms 
of the morale effects upon taxpayers. Those who can best afford to 
pay taxes are precisely those who— because they own assets upon 
which capital losses can be realized for tax purposes— can effectively 
escape heavy taxation when full deductibility is allowed.^ ’ When in 
1933 it was demonstrated that many persons whose names were 
identified with great wealth had been paying little or no income tax 
by taking advantage of capital losses, the man in the street roundly 

This problem is clearly outlined in H. M. Groves’ article, “Yachts Without 

Income/’ in The New Republic, July 19, 1933. 
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condemned them for doing something which the tax law gave (most 
of) them every right to do. The Treasury and the Congress will 
naturally wish to avoid such animosities, and the most easily avail- 
able instrument is that of limiting the allowances for capital losses. 
It may be observed that had government followed a low-tax policy 
in the middle thirties rather than a high-tax policy, lower income 
earners would have been largely tax-exempt, and the animosities 
would almost certainly have been far less intense. 

It is presumed to be evident from our earlier discussion that capi- 
tal net losses should be fully deductible from other income, not in 
the year in which the losses are realized, but over a period of years 
through the averaging process. No other procedure is logical in terms 
of equity. But there is another reason for advocating such action. 
The major part of capital gains and losses result from transactions 
in corporate securities, principally common stocks. These securities 
represent largely venture capital, and arise out of investment. As 
we have seen in earlier chapters, the level of investment is an im- 
portant key to the level of national income. But if capital gains are 
to be heavily taxed while capital losses are unequally treated, a dis- 
couragement of venture capital investment may exist. Indeed, this 
aspect of the problem is considered so important in some quarters 
that equal treatment of losses with gains is regarded as only a be- 
ginning. In this view, eapital losses should be given more than equal 
treatment; they should be fully deductible, while capital gains 
should be segregated from other income and subjected to low and 
proportional rates. This view appears to assume too much frailty in 
the spirit of venture capital, especially if counter-cycle tax policy 
were earnestly pursued. For when a deficiency of investment occurs 
it is presumed that tax rates will fall, accomplishing some real relief 
to capital gains along with other income. 

The belief is widespread that taxation of capital gains at the 
usual income tax rates introduces a friction into the capital markets 
which creates instability and therefore makes more difficult the per- 

It is, of course, difficult to assess the extent of this discouragement in actual 
practice. But it is so frequently iterated by representatives of the financial 
community that a presumption of its reality must be accepted, even though it 
contains some characteristics of special pleading. Cf. H. M. Groves, Fostwar 
Taxation and Economic Progress, New York, McGraw-Hill, 1946, p. 222. 
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formance of their proper functions of channeling savings into invest- 
ment. The argument takes several forms. It is sometimes claimed that 
when the market values of securities are low, selling is encouraged 
in order to establish capital losses while buying is discouraged by 
the prospect of future capital gains. The market thus moves lower. 
And when market values are high the tax encourages buying to make 
possible the later establishment of capital losses and discourages 
selling which would establish realized capital gains. The market 
thus moves higher. (Some qualification appears in order, for if the 
tax actually prevents the judicious investor from buying at low prices, 
selling at high prices will not establish great capital gains, while if 
the tax discourages selling at high prices so that purchases at that 
level cannot be made, only limited capital losses can be established 
by later selling at low prices.) This argument is generally used to 
favor low-rate taxation of capital gains, since experience tends to 
show no hope for outright exemption. There is a presumption favor- 
ing the conclusion that taxation of gains at high income tax rates does 
have some influence on the actions of buyers and sellers in the 
market. However, the tax is but one of many factors influencing 
decisions to buy and sell, and the evidence seems to point to the 
fact that it is by no means an overpowering factor. Between 1926 
and 1940 there were several changes in the method of taxing capital 
gains and losses. The estimates of net revenues from taxation of 
gains and losses varied with the stock price index in all but four of 
these years: 1929, 1932, 1937, and 1939. The only one of these four 
years in which a change was made in treatment of gains and losses 
was 1932, and in that year more favorable treatment was given. This 
more favorable treatment, combined with a further fall in stock 
prices, would be expected to increase the magnitude of capital losses 
realized for tax purposes; as a matter of fact capital net losses de- 
clined in that year. Between 1926 and 1931 the treatment of capital 
gains and losses was unchanged, and yet revenue from net gains 
varied between $576 million in 1928 to— $89 million in 1931.^'^ The 
facts stated here do not deny that tax treatment had something to do 
with the volume of purchases and sales, but they appear to deny that 

Facts taken from testimony of Randolph Paul, Hearings, Revenue Revision of 

1942, Ways and Means Committee, Vol. 2, p. 1630. 
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tax treatment was anything like the controlling factor. The activity 
of the market is far less dependent upon the tax than upon the in- 
fluence of prices. 

On balance it appears that the arguments for special treatment 
of capital gains and losses are by no means entirely convincing. Such 
treatment would lighten the tax burden on gains and discriminate 
against other types of income which have no greater ability to pay. 
It has not been demonstrated that equal treatment would seriously 
discourage investment, particularly if capital losses were fully de- 
ductible. This latter would, however, represent a major change in 
tax treatment which is wholly desirable on grounds of equity, and 
would remove the major current discouragement to invest in more 
venturesome enterprises. The second major change indicated is that 
of averaging incomes over a period of time. With respect to capital 
gains and losses, such averaging would eliminate the need for segre- 
gation of long- and short-term gains and losses, and treat all as if 
they were of the long-term variety. This is entirely consistent with 
the proposal to measure the ability to pay of fluctuating incomes as 
if they were constant. Ideally, of course, income should be taxed over 
the period of its accrual. Short-term gains accruing over a period of 
less than a year should, in strict logic, be taxed as income of that 
year, while those accruing over a period longer than a year should 
be considered for tax purposes as having been realized over the 
longer period, and the proper portion should be taxed as income 
realized in each year of the accrual period. However, the administra- 
tive difficulty involved in calculating the true income period for each 
dollar of gain realized is so great as to make this ideal unattainable. 
We therefore propose treatment of all gains by the income-averaging 
process, which is a practicable procedure favoring short-term gains 
more than long-term gains. Present practice is to treat short-term 
gains properly but to favor long-term gains. The over-all necessity 

The present practice of taking into account only 50% of long-term gains for 
tax purposes, and taxing that portion as earned in the year realized, entirely 
exempts one-half of long-term gains from any taxation, and treats the taxed 
half as if that amount actually was earned in the tax year. The untaxed half 
is obviously given favorable treatment; the taxed half is treated properly only 
when it happens that one-half of the long-term gain is actually earned in the 
year taxed. This is clearly a rough-and-ready treatment. 
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is to treat fluctuating whole incomes (including gains and losses) as 
if they were constant. This the averaging scheme would accomplish. 

In this chapter we have discussed at some length a group of 
problems arising out of the necessity for adjusting some tax practices 
to proper definition of income. There are, however, additional prob- 
lems which call for analysis. Special emphasis is placed upon income 
tax problems for the reason that future tax systems will be built 
largely upon the personal income tax if they are to be constructed 
upon the accepted basic principles of taxation. We turn in the next 
chapter to some of the important questions of the proper relation of 
personal to corporate income taxes. 
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1938. 
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CHAPTER 18 


TAXATION OF PERSONAL INCOME 
FROM BUSINESS CORPORATIONS 


It cannot be too frequently repeated that ( 1 ) all taxes 
are finally paid out of the stream of personal income, no matter 
where their original impact is felt, and ( 2 ) we cannot judge the ac- 
ceptability of a given tax measure unless we know with reasonable 
accuracy where its incidence lies. On both counts the personal in- 
come tax recommends itself above all other measures. It makes per- 
sonal income (the final source of tax payments) the immediate 
base of the tax and thus avoids the vagaries of indirect approach to 
the source. The incidence is essentially clear, for little shifting oc- 
curs. In consequence, it is evident that both simplification and im- 
provement of the tax system require greater emphasis upon personal 
income taxes and less emphasis upon other tax forms. This being 
the case, the reason for particular concern for proper methods of per- 
sonal income taxation is evident. In Chapter 17 we considered some 
details of conformity in tax practice to the proper definition of in- 
come. In this chapter we shall be concerned with the relation of 
personal to corporate income taxation. 

RELATION OF PERSONAL TO CORPORATE INCOME TAXATION 

Since 1913 the federal government has maintained both 
a tax on the net income of individuals and a tax on the net income 
of corporations. “The federal income tax” is usually considered to 
combine these taxes, and Congressional practice has typically 
bracketed the two measures in such a way as to imply that they are 

424 
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not two taxes, but one. We are interested in determining whether 
in practice the two taxes have been integrated so as to operate as 
a single tax measure, and whether in theory they should be so in- 
tegrated. 

The Extent of Integration in Practice We have seen 
(Chapter 16, page 384) that by the 1913 Act the corporate net in- 
come tax of 1 per cent provided for collection at the source of the 
1 per cent normal tax on dividends received by individuals. Divi- 
dends received by individuals were exempt from normal tax but 
subject to surtax. Such an arrangement can work quite satisfactorily 
so long as the rates are identical and not progressive. Obviously a 
progressive schedule of rates on the corporation s net income cannot 
be related to individual ability to pay. Under progressive schedules, 
two corporations with net income of identical size will pay at the 
same effective tax rates, though the one may be closely held by a 
few owners with large incomes while the other is widely held by 
many owners with small incomes. If progressive taxation at the 
source, based upon net income of the corporation and not the in- 
dividual, is employed, the final effect is to brush aside all considera- 
tion of ability to pay as a personal fact. When identical proportional 
rates are applied to corporate and personal incomes, the area of in- 
justice is greatly reduced, though not eliminated. For even the 1913 
Act, by taxing corporate income at 1 per cent, reduced by that 
amount the dividend incomes of small income-receivers whose per- 
sonal exemption should have made their whole incomes free of 
tax.^ Even granting an exempt minimum to the corporation does 
not serve the same purpose as an exempt minimum to individ- 
uals. 

In spite of the inequity to low-income stockholders in collection 
of taxes on dividends at the source through the corporation tax, 
Congress began in 1918 a series of further departures from equitable 
treatment of dividend incomes. By introducing in that year gradu- 

^ The personal exemption for a single person under the 1913 Act was $3000, 
and tlie 1 % normal tax applied only to income above that exempt, minimum. 
A stockholder in, say, the $2500 income class, would find that the corporation 
had paid a tax of 1 % on his share of the corporate earnings, though if his share 
had Deen subject to personal rather than corporate taxation he would have paid 
no tax at all. 
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ated personal normal tax rates (6 per cent to $4000; 12 per cent 
above) while the corporate tax rate was 12 per cent on its income, 
the inequity to small income receivers was not only continued for 
those who would pay no normal tax whatever, but extended to those 
whose taxable income was not greater than $4000. Thus, by collec- 
tion at the source, a person whose taxable income was not over 
$4000 would have paid 6 per cent on individual income, while the 
corporation was paying the tax on his dividends for him at the rate of 
12 per cent. The purpose of the corporation normal tax on dividends 
is badly served when the rate schedules cease to be identical. 

The period 1918-36 represents persistent refusal to treat indi- 
viduals and corporations alike with respect to rates. After 1918 
corporate rates continued higher than normal tax rates on individual 
income. In 1935 a system of graduated (progressive) corporate rates 
was introduced, though the normal tax to individuals had (in 1924) 
settled back to a flat rate of 4 per cent. Though until 1936 indi- 
viduals were exempt from normal taxes on dividend income on the 
grounds that these taxes had been collected through the corporate 
tax on its net income, the rates in 1935 were as follows: 

INDIVmUAL. NORMAL TAX RATE CORPORATE TAX RATES 

4% Corp. net income up to $2000— exempt 

$2000-$! 5,000-13% 
$]5,000-$40,000-14% 
Over $40,000-15% 

The dividend receiver whose income was small could derive little 
comfort from exemption of his dividends from normal taxation at 
4 per cent on the grounds that the corporation had already paid his 
tax for him at a rate of 14 per cent. 

In 1936 Congress abandoned completely the use of the corporate 
tax as an instrument for collection at the source. This year marks 
complete acceptance of the fallacy that the stream of corporate in- 
come is distinct from the stream of individual income. The whole 
question of the relation between individual and corporate income 
taxes was reviewed at length in connection with the 1936 Act. The 
opportunity was presented to return to basic principles, but instead, 
a long backward step was taken. In the hearings and debates over 
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the bill an unusual amount of heat was generated, and the action 
taken shows little conformity to the logic of the issue. 

The President recommended to Congress the following action, 
with the dual objective of introducing greater equity into the system 
and closing an important tax loophole of long standing; - ' 

1. Repeal of the existing corporate income tax. 

2. Taxation of dividends in the hands of individuals at rates identi- 
cal with those applied to other income. 

3. Imposition of a new corporate tax on net income not distributed 
as dividends, at rates comparable as nearly as possible with per- 
sonal rates applicable if such income had been distributed. 

The first recommendation was based upon the principle that corpo- 
rate income is not distinct from the income of the individuals who 
own the corporation. It was also made in recognition of the fact that 
the scheme of collection at the source (even when corporate and 
personal normal rates were identical) worked injustice upon the 
small dividend receiver. The second recommendation would com- 
plete the changeover from collection at the source to collection from 
the individual at rates which are presumably gauged to individual 
ability to pay. The third recommendation was made in view of the 
generally recognized fact that in many cases corporate earnings were 
withheld from distribution in order to avoid personal taxes. This 
was obviously done in the interest of the large income receiver and 
constituted an important loophole for the avoidance of income taxes. 
All income tax laws, beginning in 1913, had provided penalties for 
“fraudulent” or “unreasonable” withholding of corporate income 
from distribution. The loophole had always been recognized, but it 
had been impossible in practice to close it. It was therefore suggested 
by the President that undistributed corporate income be taxed to 
the corporation as if it had been distributed, at rates as nearly as 
possible in line with existing individual normal and surtax rates. 
The rates would, of course, show only a rough-and-ready equality 
with personal rates, since persons in many tax brackets and there- 

“ C/., Presidential Message of March 3, 1946. Senate Report No. 2156, 74th 
Congress, 2nd Sess., pp. 2-3. 
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fore subject to different tax rates would be entitled to undistributed 
income. 

Though clearly a logical solution to the problem of the proper 
relation of personal to corporate income taxes, ^ the President's rec- 
ommendations raised a storm of protest both in and out of Congress. 
The discussion quite consistently emphasized political points of view, 
and the real points at issue were all but lost.'* The Act as passed 
could hardly have satisfied anyone, for it met neither the require- 
ments of a logical system nor the desires of taxpayers. 

By way of recapitulation and demonstration of the issues, let us 
outline the original role of the corporate tax, the proposal of 1936, 
and the law as passed in that year. We are interested, of course, only 
in the treatment of personal income derived through the corpora- 
tion. 


THE 1913 ACT 


Personal Income Tax 

Normal tax (1%)— Dividends ex- 
empt, since the tax had been 
collected at the source. 

Surtax (1-6%)— Dividends subject 
to surtax at rates applicable to 
brackets in which total income 
falls. 

^ The essentials of the plan recommended by the President had been urged as 
early as 1920 by Professor F. R. Fairchild (‘'Federal Taxation of Income and 
Profits/’ American Economic Review, 1920, p. 785). The extent to which the 
political atmosphere dominated the discussion in 1936 is reflected in the fact 
that the author of this article condemned the President’s ( and his own ) recom- 
mendation in Committee hearings. 

For example. Professor A. G. Buehler imputes motives to the President sug- 
gested in the following quotations: “The censured wealthy classevS would be 
taxed more heavily, but there would be no opposition among the masses tf)ward 
selecting the corporations and their wealthy stockholders for new taxes.” “The 
tax would permit the President to give expression to his well-known bias against 
large corporations as well as to his animosity toward the concentration of 
wealth. In this role, he would be the champion of the small enterprises against 
their large rivals and of the small man against the millionaire.” ( Reprinted by 
permission from pages 23-4 of The Undistributed Profits Tax, by A. G. Buehler, 
Gopyrighted 1937, by the McGraw-Hill Book Go., Inc.) Here is no indication 
that the proposal was anything but political in nature. 


Corporate Income Tax 
Normal tax (1%)— Corporate net in- 
come subject to tax, as a tool 
for collection of tax on divi- 
dends at the source. 

Surtax— no such tax. 
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Two alternatives were open: to tax dividends only in the hands 
of individuals, and eliminate corporate taxes entirely, or to utilize 
the corporate tax as a mechanism for collection of the tax on divi- 
dends at the source. The latter alternative was chosen in 1913 as part 
of a general enthusiasm for collection at the source to reduce the 
number of individual returns and to minimize evasion. (It will be 
recalled that taxes on wage, salary, and interest incomes were also 
largely collected at the source under the 1913 law. ) Collection at the 
source applied only to normal tax, however, and the personal normal 
rate was identical with the corporate rate. By choice of this method, 
inequity occurred only with respect to the small income stockholder, 
for whom a tax was paid by the corporation even though without 
collection at the source his total income would have been small 
enough to be entirely exempt from income taxation. Since cases of 
this sort were not numerous, and since the tax rates were low, the 
extent of inequity was not so great as to offset the supposed adminis- 
trative advantages of source collection. 

THE president's RECOMMENDATIONS, 1936 
Personal Income Tax 
Normal tax (4%)— Dividends to be 
subject to normal tax, like 
other income. 

Surtax (4-75%)— Dividends subject 
to surtax, as before. 


Under this proposal collection at the source was to be abandoned, 
and dividend income was to be taxed exactly like other income. With 
the increase of rates, particularly under the existing corporate tax, 
and more extensive stock ownership by the lower income classes, 
the inequity inherent in the existing system was regarded as serious 
enough to warrant elimination. The recommended tax on undis- 
tributed corporate profits was intended to close a loophole of long 
standing, and was to be imposed at rates which would make it a 
matter of indifference (so far as taxation was concerned) whether 
earnings were paid out or put into corporate reserves. Accumulation 


Corporate Income Tax 
Normal tax— to be eliminated en- 
tirely. 

Surtax— On nndisfributcd corporate 
income only, at rates compar- 
able with personal normal 
and surtax rates in “typical” 
brackets. 
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of reserves was not to be penalized in an absolute sense, though 
closing a loophole through which income had generally avoided 
taxation would create an immediate relative penalty by removing 
favored treatment. An incidental effect of the closing of this escape 
route would probably be to encourage dividend distribution. Con- 
sequently, not only would tax revenues probably increase, but en- 
couragement of distribution was thought desirable both to raise the 
level of consumption by dividend receivers and to slow down the 
accumulation of idle corporate balances thought to be already ex- 
cessive. It will be recalled that higher employment was an im- 
portant objective of federal policy in 1936. 

THE 1936 ACT AS PASSED 

Personal Income Tax Corporate Income Tax 

Normal tax (4%)— Dividends sub- Normal tax (8-15%)— On all corpo- 
ject to normal tax. rate net income, as before. 

Surtax— Dividends subject to surtax. Surtax (7-27%)— On undistributed 
as before. net income only. 

The law represented a compromise which departed as far as 
possible from both logical alternatives in accomplishing a proper 
relation between personal and corporate taxes. The existing loop- 
hole was closed by the Surtax on Undistributed Corporate Surplus, 
but the limit was attained in discrimination against personal in- 
comes realized through the corporation. Instead of eliminating the 
minor discrimination against small dividends inherent in previous 
acts, it instituted severe discrimination against all dividend incomes. 
The effect was to tax dividend incomes twice (under corporate and 
individual normal taxes) at rates which would typically total ap- 
proximately 15 per cent, while interest incomes, not subject to corpo- 
rate tax, would pay no more than 4 per cent normal tax. The Un- 
distributed Corporate Surplus Tax was abandoned in 1939 under 
great political pressure, and the tax loophole was again opened."^ 
The ultimate result of the 1936 fiasco was (is) thus serious dis- 
crimination against profit incomes realized from corporate sources, 

® In 1939 the principle of taxing undistributed corporate surplus, as embodied in 
the 1936 Act, was abandoned, and the pre-1936 plan of imposing a penalty tax 
upon “unreasonable accumulations of surplus” was reestablished. 
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unmitigated by any improvement in the earlier situation of major 
tax escape.® The discrimination was made complete by inauguration 
in 1941 of a surtax on most corporate income.'^ 

Possible Methods of Taxing Income Derived from 
Corporations In our discussion of the extent to which personal and 
corporate income taxes have been integrated in practice, we have 
taken for granted that integration is desired. By integration we mean 
the adjustment to one another of the two taxes on income so as to 
avoid double taxation of a given type of income, and so that they 
complement one another in such manner as to accomplish tax cover- 
age of all items of income. 

It is essential to the analysis that we see clearly the relation of 
corporate to personal income. The corporation is simply a business 
organization, differing only in certain matters of legal status from 
other types of business units. If a person operates a corner grocery 
business of which he is sole proprietor, the net income of the business 
is never seriously considered as distinct from the grocer himself. If 
his grocery business earns net $5000 for a year, that is the equivalent 
of saying that the grocer earns $5000. It would be absurd to claim 
that the grocer and the grocery together receive income of $10,000. 
For when the books of the grocery business show $5000 net after pay- 
ment of all current obligations to outsiders, that amount constitutes 
the grocer s personal income. No known income tax has ever taxed 
such income once to the business and again as income to the in- 
dividual proprietor of the business. 

® It was estimated by the Treasury in 1936 that, if undistributed profits were 
allowed to escape taxation at rates applicable to individuals in that year, the 
loss’ of revenue would be something over one billion dollars. (Total federal 
revenues in 1936 were $8.9 billion.) This would not, of course, be entirely and 
permanently lost, since earnings plowed back would presumably be realized 
by individuals at some later date either through capital gains on sale of stocks 
whose values were increased by plowed-back earnings or through later distribu- 
tion of plowed-back funds. To the extent, however, that earnings were left un- 
distributed for tax rcasom, their later distribution could be expected only in 
periods of low personal income or under lower-rate tax laws. A significant 
revenue loss was inevitable. 

^ The tax, ostensibly to reach tax-exempt federal securities held by corporations, 
applied to all net income except dividends received from other taxpaying 
corporations. Rates in 1941 were 6% and 7%; in 1942 they were made to range 
from 10% to 16%; in the 1945 Act rates were made 6% to 14%. 
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Let US assume the case of three lawyers who combine their talents 
and create a “legal firm,” a professional partnership. The partnership 
itself, however, is but an organizational shell within which they 
practice their profession. During the year the firm receives net in- 
come over and above its out-payments to persons and firms outside 
the partnership. At one stage this appears as income to the partner- 
ship (firm), but in reality it is, of course, income to the partners, and 
is distributed among them according to the terms of the partnership 
agreement. Income to the firm is but individual income of the owners 
of the firm, caught in an accounting snapshot prior to its distribution 
among those who are entitled to it. Even before distribution it is 
income to which the partners as individuals have economic title. If 
the partnership earns $20,000 net during the year, and this amount 
is subsequently distributed to the partners, there would be neither 
reality nor utility in claiming that the partnership and the partners 
combined netted $40,000 for the year. In income tax matters there 
is complete agreement upon these conclusions with respect to busi- 
ness incomes derived through the individual proprietorship or 
through the partnership. But though the logic of the conclusion 
extends naturally to the corporation as well, tax practice since 1936 
has denied it. 

Net income to the corporation is income available for distribution 
to the owners ( stockholders ) of the corporation. If it is not dis- 
tributed it is nevertheless income of the owners which they choose 
not to take out but to put back into the corporation. But the act of 
distributing corporate income to its owners (or of reinvesting it for 
its owners) is not an act creating additional income. Clearly, then, 
if under the income tax we impose a levy upon the income to the 
corporation and again upon the distribution of that income to those 
entitled to it wc are guilty of double counting of a single income. 
From the point of view of equity among taxpayers, double counting is 
undesirable only when it is not complete. If all incomes were taxed 
twice at comparable rates, no single taxpayer could reasonably com- 
plain against injustice, though he might reasonably complain of the 
intensity of the double tax burden. But to impose a tax on corporate 
income before distribution at rates ranging from 15 per cent to 24 
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per cent, and then to impose a normal tax at 3 per cent ® after dis- 
tribution is to practice gross discrimination against such incomes. 
For profit derived from other forms of business organization are 
subject to no separate tax before distribution. Wage, salary, interest, 
rent and royalty incomes are subject only to individual normal and 
surtaxes. Profit incomes are taxed in the same manner if they are 
derived from an individual proprietorship or a partnership.^ Profit 
incomes derived from a corporation are subject to individual normal 
and surtaxes, but in addition are singled out for special penalty in 
the form of the 15-24 per cent corporate tax. This discrimination 
implies the false presumption that the income of a corporation be- 
comes a second income when distributed to its owners. This theory 
becomes completely confused, however, when we try to apply the 
principle of ability to pay separately to corporate and personal in- 
comes. For if the ability to pay implies the ability to sacrifice— to give 
up utility— then the corporation, being not a natural person but a 
legal entity existing only “in contemplation of law,” cannot ex- 
perience utility or disutility, and its whole income can be given up 
without one iota of sacrifice to the corporation. Were we to follow 
strict logic, and on these grounds tax corporate profits at 100 per cent, 
it would become immediately evident that the income to the corpora- 
tion is the income of the owners of the corporation, and that the 
owners bear the burden of corporate income taxation. 

The first step in proper integration of personal and corporate 
income taxes is thus elimination of the tax upon corporate income 
in general.^ ’’ This step would accomplish real progress in improve- 
ment of the system of income taxation. But it does not necessarily 
mean elimination of all income taxes collected from the corporation. 
For we have still to deal with that part of corporate income not dis- 

” These rates were applicable to 1947 income under tlie 1945 Act. 

® Unless it is a “limited partnership,” in which case it is subject to tax as if it 
were a corporation. 

This does not mean that there can be no taxes upon corporations. State and 
local property taxes would still be paid by corporations, as would business 
taxes. But the federal corporation income tax grew up as a tool for collection 
at tile source, and not as a business tax distinct from the income tax. Whether 
or not it is justified as a separate business tax is a question which we later 
study in connection with business taxes. ( Chapter 22. ) 
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tributed and thus not liable to personal income taxation, either under 
the existing system or the system here proposed. Undistributed 
corporate income is saved personal income of the owners of the 
corporation, and represents an ability to jxay similar to other income. 
Professor Groves has cited figures showing that over a period of time 
approximately one-quarter of all saving is done by corporations out 
of their income.^^ Such saving has in the past escaped taxation as 
income, while the remaining three-quarters of total saving has 
occurred after taxes have been paid on the income from which 
savings were made. Corporate saving has thus (except under the 
short-lived undistributed corporate surplus tax) been granted pre- 
ferred status. 

Three possibilities present themselves in solution of the problem 
of undistributed profits.^- The first possibility is revival of some- 
thing similar to the 1936 undistributed corporate surplus tax. The 
corporation would pay a tax upon that j^art of individual income 
reinvested by it, measured by the amount of income undistributed. 
This possibility has several weaknesses, however, and cannot strongly 
be recommended in view of the existence of preferable methods. 
Rates of tax must be determined which at least approach typical 
rates which would have been paid by individuals if income had been 
distributed. Under present conditions— a wide range of progressive 
personal rates and distribution of corporate shareholding among 
nearly all income classes— any schedule of rates selected could only 
very roughly approximate the appropriate personal rates. If rates on 
undistributed income were made progressive with respect to the 
amount of income withheld, or the ratio of withheld income to total 
capital, they would operate on quite a different base than do personal 
surtax rates. When we add the requirement of averaging personal 
income over a period of years (including undistributed corporate 

H. M. Groves, Postwar Taxation and Economic Progress, New York, McGraw- 
Hill, 1946, p. 44. 

Some of tine possilnilities Viere considered are suggested by IT. M. Groves 
(op. cit.. Chapter III, and Production, Jobs and Taxes, New York, McGraw- 
Hill, 1944, pp. 29-48). Groves' discussion of the problem is highly recom- 
mended. It is suggested, however, that in the references cited above no such 
rigorous distinction is made between corporate taxes as income and business 
taxes as is assumed here. 
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income) the roughness of the approximation of a tax paid by the 
corporation to the appropriate levy upon the individual is evident. 
It is of course true that the roughness would be ironed out in the 
end, by refunds of overpayments or additional collections in cases 
of underpayment.^'^ But the extent of such year-end adjustments 
would be so great as to argue strongly for adoption of another 
alternative. 

The second possible treatment of undistributed corporate income 
is to tax it as capital gain to the stockholder when realized through 
later sale of his securities. This is probably the least attractive of all. 
In essence it involves waiting until the security is sold or the stock- 
holder dies before collecting the tax, if, indeed, capital gains do 
exist at that time. As Groves says, “The timing of taxation is exceed- 
ingly important, and it is doubtful if any burdens imposed upon the 
dead can make up for immunities allowed the living.” This pro- 
posal is so out of harmony with the ideals which have brought about 
the system of current tax payments that it should be discarded on 
those grounds. In addition, if this treatment were applied to re- 
invested corporate earnings it should in justice be extended to those 
of unincorporated businesses. 

The third possibility possesses the merits of both equity and 
simplicity. It is to treat the whole income received through the 
corporation exactly like that received through the partnership or the 
individual enterprise. With respect to distributed income, it would 
be accomplished through the action previously suggested— repeal of 
the present corporation income tax. With respect to undistributed 
profits the corporation would notify stockholders of record at the 
end of the tax year of the amount of earnings on their holdings not 
distributed. Negative earnings (net losses) per share would be re- 
ported in the same manner, and similar information submitted to the 
Treasury for the purpose of checking individual returns. His share 

Presumably the inclivitlual would include undistributed earnings as a part of 
his income in his year-end return, and submit receipts for taxes paid for him by 
the corporatum ■when he settles up for the year. Such year-end adjustments 
are already numerous under the present system of current tax payments. 
Reprinted by permission from page 61 of Pn.stwar Taxation and Economic 
Progress, by Harold M. Groves, copyrighted 1946 by The Committee for 
Economic Development, published by McGraw-Hill Book Company, Inc. 
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of undistributed corporate earnings would then be reported by the 
stockholder on his individual return and the rates appropriate to 
his whole net income (including undistributed profits) would be 
paid. Such a plan would operate equitably in all individual cases. 
It would eliminate the tax loophole now present by removing from 
corporate management any tax influence in the determination of 
dividend policy. The needs of the corporation for reinvested earnings 
would predominate in decisions to distribute or not to distribute, and 
not the desires of individual large stockholders to avoid personal 
income taxes. 

The difficulties of such a plan are not great. Obviously, if income 
previously untaxed is to be brought under taxation, some further 
accounting and reporting will result. It has been suggested that the 
taxpayer might find himself liable for a tax on undistributed profits 
when he has actually realized no available cash with which to pay 
the tax. If such embarrassment were to materialize— which is entirely 
possible— a system of collection at the source is not unthinkable. The 
corporation now withholds taxes on wages paid, the amount with- 
held being determined by the wage earner’s individual tax liability. 
It is likely that the same could be done to an extent which would 
take care of possible financial embarrassment to small stockholders. 
Groves suggests that the corporation could distribute enough of the 
earnings as cash dividends to cover the tax liability, though he 
recognizes that stockholders embarrassed by illiquidity are likely to 
be those small holders who carry little weight in determination of 
dividend policy. Finally, we may note the criticism that any taxation 
of undistributed profit is a burden on saving. This is of course true. 
But it is as great a burden upon the saving of unincorporated 
businesses and other individuals as upon those who own the corpora- 
tion, and to date only corporations have been especially favored. 
It would seem that discouragement of savings by an effective tax 
on undistributed corporate profits would be largely offset by elimina- 
tion of the present corporate normal and surtaxes. And in terms of 
our experience during the last two decades, there need be little 
genuine concern for an adequate volume of savings. 

Our discussion of the proper relation of personal to corporate 
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income taxes has proceeded in terms of equality of burden of such 
taxes upon the various tributaries which make up the personal in- 
come stream. We have seen that the current system of double 
taxation of personal income derived through the corporation im- 
poses a peculiar burden upon this type of income. The principal 
objective in elimination of the corporate income tax is that of ac- 
complishing elementary justice among income receivers. But an 
additional evil resulting from such discrimination is its discourage- 
ment of investment, since the net returns from the type of invest- 
ment which carries the major share of economic risk are subject to 
discriminatory treatment. 

Our analysis of the problem brings us to a simple conclusion with 
respect to the most desirable method of attaining the objective of 
eliminating this discrimination. Elimination of the corporation in- 
come tax in its entirety is the first step. This corrects a fundamental 
fallacy in current income tax practice— the presumption that income 
derived through the corporation is both income to the corporation 
itself and to the owners of the corporation, while other business in- 
comes are simply incomes to the owners of those businesses. It is not 
evident why, either in theory or in practice, undistributed corporate 
income should not be treated exactly like undistributed income of 
a partnership or an individual proprietorship. 

An inevitable practical objection is raised against any reform 
proposal which would reduce the total revenue derived from the 
income tax. The corporate income tax has been a heavy revenue 
producer to the federal treasury, and the sacrifice of this revenue, 
under conditions of high budgetary expenditures and high public 
debt, is not to be taken lightly. It should be evident, however, that 
adoption of the proposals above would not result in the net loss of 
the whole of present corporate income tax revenues. In the first 
place, the taxation of undistributed corporate income to the in- 
dividual would offset some revenue loss from abandonment of the 
corporate income tax. In the second place, elimination of the corpora- 
tion tax would increase personal incomes derived through the 
corporation, and thus increase the personal income tax revenues. 
Let us observe the revenue effects of the proposed changes, when we 
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assume that: (1) overall, 25 per cent of corporate income is re- 
invested, (2) the average tax rate on corporate income is 20 per cent, 
and (3) the average eifective individual rate on income derived from 
corporations is 50 per cent, since the major share of dividends 
accrues to the higher income groups. 


PRESENT SYSTEM: 

Corporate taxes per dollar of corporate income $ .20 

Personal taxes per dollar of corporate income ($ .80 re- 
maining after corporate tax; 75% of $ .80 actually dis- 
tributed and subject to individual tax at 50%). .30 

Total revenue per dollar of corporate income $ .50 

PROPOSED system; 

Corporate tax per dollar of corporate income none 

Personal taxes per dollar of corporate income (All corpo- 
rate income taxed as if distributed, at 50% rate). $ .50 

Total revenue per dollar of corporate income $ .50 

Net revenue loss per dollar of corporate income none 


Under the assumptions in our example, which if not exactly square 
with the facts at least is probably not rigged in favor of the proposal, 
there is no net revenue loss from the proposed change. If the effec- 
tive personal tax rate were 40 per cent (rather than 50 per cent 
as in our example), the net revenue loss would be 4 cents per dollar 
of corporate income, or 20 per cent of the corporate tax given up. On 
the other hand, if the effective rate were above 50 per cent, there 
would be a net revenue gain from the change. The crux of the 
revenue question in such a revision in tax practice is to be found in 
the relation of effective personal income tax rates to effective corpora- 
tion income tax rates. But under rate schedules effective in 1946 
and early 1947, it seems probable that virtually no revenue loss 
would occur. 

Viewed in the large, since the revenue loss would probably be 
minor at worst, and since such revenue loss would occur through 
elimination of gross discrimination against a particular type of in- 
come, it is probably justified in terms of the gain in equity and the 
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long-run encouragement of the investment of venture capital. And 
though it is revenue, and not equity, which pays government costs, 
having attained equity we are on much firmer ground in proceeding 
toward tax rates which will meet revenue needs. 

Elimination of the corporate income tax, and the taxation of 
corporate profits— whether distributed or not— as individual income, 
would solve a problem which has caused an inordinate amount of 
trouble throughout our income tax history. It is the problem of using 
the corporation as a personal tax dodge. The receivers of very large 
incomes have at times “incorporated themselves” to avoid payment 
of high personal surtaxes. The top-bracket corporate rates being 
considerably below top-bracket personal surtax rates, by making 
what is actually personal income become income of a corporation for 
tax purposes the individual can considerably reduce his immediate 
tax obligation. Suppose an extreme case in which the net income of 
an individual is one million dollars per year for a period of one year. 
The effective combined individual normal and surtax rates on such 
an income would be approximately 90 per cent. Thus in a single year 
he would be obligated to pay approximately $900,000 tax. By making 
the major part of this income an income to his corporation, the cor- 
porate tax rate applicable would be 38 per cent. Suppose one hundred 
thousand dollars were to be taken as personal income, and the re- 
mainder made income of the personal corporation. The personal 
income tax payable would be approximately $64,000. The income 
to the corporation ($900,000) would be taxed at approximately 38 
per cent, making the corporate tax $342,000. Total tax in the year 
in which the million dollar income is earned would thus be about 
$400,000, as contrasted with a tax of $900,000 if the whole income 
were taxed as personal income. The final difference is, however, less 
marked, for when at some future date he draws funds from the 
corporation he will be subject to personal income tax. Nevertheless, 
he will likely draw funds from the corporation at a time when his 
current income is low and will thus fall in a lower surtax bracket, 
or when tax rates in general have been reduced. Or, by dissolving 
the corporation at a later date and distributing the assets to himself, 
he would pay only a capital gains tax of 25 per cent. 

Such avoidance is clearly not contemplated in the theory of the 
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income It arises out of the complexity of recent tax practice, 

and to attempt to check it as a peculiar loophole not only adds to 
the pieced-up and patched-together character of the modern income 
tax, but runs the risk in the patching of adversely affecting some 
other taxpayers whom it is not intended to disturb. If income to 
the corporation is treated as income to the individual, this simple 
return to essentials eliminates the patchwork character of the system. 
It is frequently both cheaper and more satisfactory to tear down an 
old house and build a new one than to undertake a program of 
perpetual repair and renovation. 
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CHAPTER 19 


COUNTER-CYCLE ADAPTATION 
OF THE INCOME TAX 


PRINCIPLES OF COUNTER-CYCLE TAXATION 

To this point we have not had occasion to observe the 
principles which would govern countcr-cycle tax policy. With the 
income tax, however, we must face the problem squarely, since our 
findings have consistently indicated more rather than less importance 
of personal income taxation in the tax systems of the future. It is im- 
portant to emphasize that taxes do have monetary effects whether or 
not these effects are intended. Taxes do affect the levels of con- 
sumption and investment, and thus the level of income. This being 
the case, and the monetary effects being so extremely important to 
general welfare, it is logical that proper income effects be made 
major objectives in establishment and administration of the revenue 
system. From the point of view of intent, the traditional view of 
taxation as an instrument solely for raising governmental revenue, 
and “functional taxation” as an instrument for taking purchasing 
power away from individuals, are far apart. But taxation for revenue 
purposes generally results in reduction of private consumption 
and/or investment, and thus has “functional” results sometimes good 
and sometimes bad. And functional taxation produces revenue, 
sometimes “adequate,” sometimes more than “adequate,” and some- 
times less than “adequate” from the traditional point of view. Though 
fundamental intent of the two approaches is quite distinct, the 
results may be and frequently are in harmony. 

It is repeated that counter-cycle taxation and counter-cycle 
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spending are integral parts of a single program. The objective is to 
increase or decrease total private and public spending. While spend- 
ing policy substitutes public for deficient private spending, in that 
phase of the cycle tax reductions are intended to encourage increased 
private spending. As the cycle moves into boom conditions a 
minimum of public spending and a maximum of taxation to curb 
private spending are indicated to defend the economy against price 
inflation. It will be observed that the instinctive preferences of 
typical individuals would allow this two-cylinder fiscal engine to 
work only at 50 per cent efficiency. For instinctive preferences are 
for low taxes and low expenditures. During periods of low income 
the instinctive preference for low taxes is consistent with functional 
requirements, while in periods of boom the indulgence of this 
preference is highly dangerous. During boom periods the preference 
for low governmental expenditures is instinctively in line with 
cyclical requirements, while its indulgence during depression repre- 
sents an almost purely negative poliev. Were fiscal policy guided by 
pure instinct we should be without the services of the more positive 
of the two instruments, both in boom and in depression. 

The Congressional drive in 1947 to reduce federal taxes “20% 
across the board” was clearly not founded upon proper counter- 
cycle tax thinking. For the economy had been operating under full 
employment conditions consistently following the summer of 1946, 
and prices were at a frighteningly high level and were continuing 
to rise. It is, of course, tempting to reduce taxes to relieve the squeeze 
of high prices upon small incomes, but the effect of such action can 
only be to release funds for private spending which will finance 
further inflation. During this period Congressional policy was con- 
fused and inconsistent; appropriations committees severely reduced 
budget requests for funds to continue long-planned federal power 
developments, for the reason ( among others ) that government com- 
petition for scarce materials and labor was inflationary, while 
revenue committees were busy lowering taxes and thus releasing 
funds for private spending for similarly scarce goods and labor.^ 

^ Actually the conflict of policy was due to persistently ignoring the economic 
effects of such acts in favor of their political effects. The economic arguments 
were opportunistically utilized where convenient, and ignored elsewhere. It 
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The compensatory policies indicated were those of spending at the 
lowest level consistent with national and world obligations, and 
maintenance of high tax rates. Then if ever, was the opportune time 
to retire debt out of Treasury surplus, or in the extreme case to hoard 
surplus in the form of unused Treasury deposits with the banks.^ 
The over-all purpose of counter-cycle taxation is to encourage 
private consumption and/ or investment when the national income is 
below the full employment level, and to brake consumption and/or 
investment when full employment has been reached and further 
spending can only result in inflation. With this over-all purpose in 
mind we list the required qualifications of a tax system capable of 
effective counter-cycle use. 

1. The incidence of a particular tax must be dependably known. 

2. The tax must be applied to a base vshich is or closely approaches 
the income stream to be favorably or adversely affected, or to the 
transaction or activity which it is desired to encourage or dis- 
courage. 

3. The tax must lend itself to timing of the impact so as to gain the 
desired effect when it will accomplish the purpose intended. 

4. The tax (or the system of taxes) should be structurally capable 
of simple adjustment, both in rate and in base. 

1. Incidence This point has been mentioned so fre- 
quently as to require no further elaboration and only brief repetition. 
Our knowledge of incidence lacks precision with respect to every 
type of tax, though the approach to precision is far closer in the case 
of some taxes than of others. In general, only two classes of broadly 


was frequently claimed that anticipated recession could be forestalled by tax 
reduction. But recession at the time was only a feared future consequence of 
galloping inflation; it was not a reality during the Congressional debates, for 
the indexes were moving consistently upward. Tlie argument for tax reduction 
to forestall probable recession is tantamount to insistence that fiscal policy 
should support continued inflation. It is not only a practical impossibility to 
support inflation indefinitely, but patently foolliardy. A vehicle is slowed down 
with greater comfort to all concerned by steady application of the brakes than 
by collision at full speed. 

^ This latter practice of boarding Treasury surplus uses the anti-inflationary tool 
of heavy taxation to remove spendable funds from the market, but avoids the 
return of these funds to the market through debt retirement. 
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applicable taxes oflFer sufficiently precise conclusions as to incidence 
to meet the requirements of counter-cycle taxation. They are taxes 
on net income, whose incidence is generally upon the net income it- 
self, and consumption taxes, whose incidence is generally upon the 
consumer. A tax which is to be used to encourage or discourage con- 
sumption or investment— or particular forms of either— will serve 
badly if its incidence is unknown or only possible of rough esti- 
mate. 

2. The Tax Base For counter-cycle purposes it is clearly 
evident that the useful tax is that whose base is at the root of the con- 
dition to be remedied. A deserter could be executed with a rifle or 
with an atomic bomb, though the former method is clearly preferable 
because it confines the punishment to the criminal alone. The dinner 
roast could be cooked by setting fire to the house, though many un- 
intended results would be obtained. The tax measure which is use- 
ful for control purposes should be subject to specific application at 
the control point. On the other hand, measures which excel as precise 
instruments for meeting particular situations will frequently serve 
very badly when general and over-all effects are desired. A carpenter 
could construct some sort of building by the use of hammer and 
chisel alone, but the end result would be inferior to that obtained by 
the use of a full selection of tools. If a general encouragement to con- 
sumption is desired, relief from property tax rates would be quite 
inferior to relief from personal income tax rates in the lower brackets. 
This is true for the reasons that under property taxation, (1) rate 
reductions would relieve relatively few potential consumers who 
(2) do not represent uniformly the class to whom tax relief would 
result in increased consumption. We may add (3) the institutional 
fact that property taxes are state and local taxes, which militates 
against the likelihood of uniform action. Most circumstances under 
which tax adjustment would be employed to improve a cyclical con- 
dition are probably those under which a broad base is desired. This 
being the case, the personal income tax is clearly that tax which will 
generally be most useful for counter-cycle purposes. For the base 
of the tax— income— is also basic to the propensities to consume and 
to save. We have previously noted the tendency of these propensities 
to vary with the amount of income. 
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But although counter-cycle tax adjustments would most com- 
monly operate on a broad income base, there may well be circum- 
stances in which it is desired, for sumptuary reasons, to affect a 
single type of income, a single type of income disposal, or trans- 
actions in a particular class of product. Were conditions to require 
special encouragement to the investment of venture capital— c.g., 
conditions of secular stagnation in a “mature” economy— favored 
treatment could be given to business profits by relatively lower rates 
upon such incomes and upon capital gains.'' And were the situation 
such as to require tax discouragement to the purchase of certain 
products, this could be at least partially accomplished by selective 
sales taxes which so raise the prices of those products as to place 
them out of reach of the mass of buyers. 

The point which we here emphasize is that compensatory taxation 
can effectively utilize only a small portion of the tax measures now 
in vogue. Property and poll taxes, taxes on business, and taxes on 
the transfer of wealth at death, do not lend themselves to functional 
use. Personal income taxes, because they are based upon the funda- 
mental datum of functional control, will be most widely useful for 
this purpose, while specific— and even general— sales tax measures 
may be acceptable in special situations.^ 

3. Timinif The principal economic effects of taxation 
occur at the time when their incidence is felt. Propensities to spend, 
save, and invest materialize principally at the point of realization 
of disposable income. Personal choices respecting the use of income 
do not coincide in time with dates on the tax calendar. If, therefore, 
functional taxation is to gain its maximum effects it must influence 
the magnitude of currently realized income, and bring its influence 
to bear at the time of realization. A system of current tax payments 
is thus a sine qua non of income taxation if the tax is to be used for 
functional purposes. Nor does the business cycle accommodate itself 
to traditional fiscal calendars. If anticipations are to be most affected 
by tax encouragements or brakes, the impact of tax incidence must 

^ In the opposite situation, where there is a threat of overinvestment, excess 
profits taxes would be effective instruments. 

^ We reserve analysis which points to preference for income rather than sales 
taxes in almost any situation for Chapter 20. 
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be timed to coincide as nearly as possible with changes in anticipa- 
tions. 

We see again, therefore, that many of our tax measures meet 
counter-cycle requirements very badly. Death taxes and poll taxes 
are useless for this purpose. Property taxes are so unrelated to the 
timing niceties of ability to pay, and so thoroughly imbedded in 
traditional calendars of “tax-due dates’’ as to offer little prospect of 
counter-cycle usefulness. Even capital gains and losses, realized only 
when assets are sold, are out of harmony with the timing aspects of 
personal choices as to income disposal. Again we are left with 
personal income taxes and sales taxes as the only types amenable to 
proper timing. 

4. Adjustability Other things being nearly equal, the 
tax system which recommends itself for functional ( as distinct from 
revenue) use is that which allows adjustment of burdens with a 
minimum of necessary taxpayer adjustment to new and unfamiliar 
tax practices. Administrative difficulties arise out of the complexity 
of modern tax systems and the widespread lack of understanding of 
how they operate. It is difficult for society to adjust to radically new 
tax measures. Ideally, therefore, the system should be based upon 
a minimum number of permanent tax measures, and adjustments 
should be accomplished by simple changes in rate schedules and 
exemptions in those permanent measures, rather than by the re- 
current entrance and exit of special taxes. To avoid the confusion 
which follows from frequent and radical change in the nature of the 
taxes used, the basic and permanent system should include a few 
taxes with which society can become familiar. Counter-cycle adjust- 
ment of burdens then becomes a relatively simple matter of adjust- 
ment in the rates of a familiar tax, rather than a piling-up and 
unpiling of a miscellaneous collection of quite unrelated meas- 
ures. 

The frictions inherent in adjustment through the complex process 
of putting on and taking off separate taxes are of various types. 
The very unfamiliaritv with new measures makes nice and properly 
timed adjustment difficult. A spendings tax, such as was widely 
recommended in 1942 to reduce upward pressure on the prices of 
scarce consumers’ goods, would have required the individual to 
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establish a system of personal accounting which very few persons 
normally follow.^ The same is true of the recommended “excess 
income” tax. In addition to the administrative problem involved in 
the imposition of unfamiliar taxes, it is questionable whether the 
eflFects of such taxes upon spending, saving, and investment are as 
immediate as are changes in the rates of familiar taxes. Economic 
man adjusts his actions slowly to novel facts or prospective facts 
dimly seen. It appears reasonable to conclude that the adjustment of 
spending to an increase in current rates of an existing income tax 
would be more immediate and more possible of logical forecast than 
would that to a novel tax. 

A further set of frictions arises out of the necessity for develop- 
ment of techniques for administering new taxes. Legislation takes 
time and the techniques of administrative management develop with 
experience. And when downward adjustment of tax burdens is in- 
dicated, some time and effort arc required to place “on-again-off- 
again” tax measures in a “caretaker status”— inactive but capable of 
reactivation. With these frictional considerations in mind, we are 
led to a clear preference for a tax system constituted by a few 
broad taxes which contain within themselves the necessary elastic 
possibilities. Again we find ourselves describing the personal income 
tax. The general outlines of the tax have become widely familiar 
among taxpayers. The suggestions made in this and previous chapters 
would achieve major simplification of the tax, and thereby encourage 
general familiarity with it. The rate schedules of the personal income 
tax offer almost unlimited possibilities for rate adju.stment without 
disturbing the body of the tax itself, while further possibilities exist 
for separation of diflierent types of income for purposes of special 
treatment, should functional objectives require it. 

Though most foreseeable cyclical circumstances would call for 

® Since the objective was to discourage by tax penalties excessive spending by 
those whose Wiirlime incomes wire abnormally high, u sales tax would not 
serve. For the talcs tax would fail indiscriminately upon the war spenders who 
were largely responsible for the inflationary pressure upon retail prices and 
. upon those who, because their incomes were fixed or their expenditures con- 
sciously curbed, were not responsible. The tax would logically, then, have 
been imposed upon spending in excess of normal, and would require personal 
accounting to show excess spending. 
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general adjustments in the amount of disposable income left in the 
hands of individuals— adjustments best accomplished through the 
income tax— there may well be circumstances in which a more 
selective approach is required. When such circumstances obtain, 
specific sales taxes may prove useful. And it is probably true that 
“adjustability” as it refers to sales taxes implies their intermittent 
installation and removal rather than variation in their rates. This 
conclusion is indicated by the fact that the conditions in which 
selective sales taxes may be useful are likely to be constantly chang- 
ing. Thus, one group of articles may be the object of sales taxation 
at one time, while quite another list would be desirable under other 
circumstances. In addition, the conditions in which sales taxes are 
useful may well be such as to require either absolute exemption or 
burdens heavy enough to discourage purchase severely. It is well, 
therefore, to recognize that counter-cycle taxation, though it should 
operate principally and consistently through the income tax, cannot 
afford to rule out completely the possible usefulness of consumption 
taxes. 

In concluding our discussion of the principles governing the 
counter-cyclical use of taxation, it may be profitable to note that 
“every taxpayer, individual or corporate, is inclined to think that 
the best incentive would be to reduce his own taxes.” ^ It is customary 
for most taxpayers to accept wholeheartedly the principles of and 
the need for compensatory fiscal policy when there is prospect that 
the practice of this policy may result in reduction of taxes which 
affect them. But when the identical principles indicate tax increases 
during boom periods, or high expenditures in periods of under- 
employment, there is considerably less consistency in embracing 
them.'^ The “confidence” factor is probably as important in functional 

® Marriner S. Eccles, “Possibilities of Postwar Inflation and Suggested Tax 
Action,” Federal Reserve Bulletin, March, 1944, p. 225. 

The Congressional committee hearings are full of testimony favoring lowering 
of individual or corporate rates, inclusion of capital losses in full in computing 
net income, or preferred treatment of capital gains, generally with a view 
toward increasing consumption and/or investment. The testimony frequently 
runs in quasi-Keynesian terms, and this small segment of the Keynesian system 
is accepted without reservation. Major reservations are, however, introduced 
when the system calls for increase of the debt or of tax rates. 
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taxation as in functional expenditure. And predictions as to the 
effects of tax changes upon confidence are by no means always de- 
pendable. Each taxpayer naturally feels that a reduction of his taxes 
would improve his confidence and his anticipations. Whether this 
would result in more spending of the type desired to promote full 
employment, more spending of a type contributing only to bottle- 
necks and inflation, or more hoarding, can generally be determined 
more dependably by observation of the results than by expressions 
by the individual as to the state of his confidence. 

COMPENSATORY ADJUSTMENTS IN THE PERSONAL INCOME 

TAX 

Our analysis of income taxation in the United States 
has led us to several conclusions with respect to changes which 
should be made in order to accomplish greater justice, greater 
simplicity, and greater adaptability to adjustment for economic (as 
distinguished from revenue) purposes. We need to be more specific 
with respect to the kinds of adjustments which can be made to serve 
functional or counter-cycle objectives. There are two levels of ob- 
jectives to be considered: over-all and long-run adjustments which 
are made not to meet particular, temporary, and changing cyclical 
needs, but to bring the administration of the tax into line with ability 
to pay and thus remove unintended barriers or encouragements to 
consumption or investment; and short-run, immediate adjustments 
to meet particular cyclical requirements. 

Over-all Adjustments Nearly all suggestions contained 
in Chapters 16, 17, and 18 have been made to accomplish greater tax 
justice among various types of income. It is worthy of note, however, 
that improvements which relate tax burdens more precisely to 
ability to pay are in essence functional improvements. Discrimina- 
tion against a particular type of income frequently has important— 
though unintended— functional consequences in its influence upon 
consumption or investment. Our general economic objectives are to 
promote a high level of consumption and to promote the investment 
of savings, within the limits of our productive capacity. When the 
limits of productive capacity are reached these objectives become 
anti-inflationary. As a general rule, the type of long-run tax structure 
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required is that which allows freedom of the individual from artifi- 
cial tax restraints upon the disposal of income. That is, the starting 
point for administration of counter-cycle tax policy should be a tax 
system fitted as perfectly as possible to individual ability to pay, in 
which disposition of personal income is determined by personal 
needs and economic outlook. Upon that base of fundamental non- 
discrimination against particular channels into which income may 
go, we may then apply short-run anti-cyclical adjustments. 

Let us review our major conclusions respecting changes in long- 
run income tax structure, to see in what ways they serve long-run 
functional objectives. 

1. The Earned Income Credit. Those “incomes” received from 
the performance of personal service, being less permanent than 
property incomes, should be considered partially as net income and 
partially as replacement of “capital.” The effect of such treatment 
would be the liberation of the capital portion from income taxation, 
and thus to leave a larger portion of such ‘income” after taxes for 
disposition by the receivers of wages, salaries, and fees. The vast 
bulk of such incomes accrues to the lower-income groups, whose 
propensities to consume are high. We may confidently expect the 
long-run effect of such tax treatment to encourage a higher level of 
consumption. The tax-exempt portion of such incomes would then 
be available for savings against future termination of income, re- 
leasing for consumption (or saving) a larger share of income re- 
ceipts. If the worker s “take-home pay” after deduction of current 
income taxes is increased, the difference will likely go into consump- 
tion expenditure if he has consistently followed an orderly program 
of saving for old age and death (either through private or social 
security programs). It is thus seen that the earned income credit, in 
addition to equalizing the “netness” of different income types, ac- 
complishes the desired functional objective of promoting a higher 
level of consumption. 

2. Auerflging of Income Over a Period of Years. The recom- 
mended averaging plan would treat fluctuating income as if it were 
constant over a period of years. It accomplishes greater justice among 
taxpayers by considering ability to pay in terms of long-run income. 
It is, however, difficult to forecast what the effect upon consumption 
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or saving might be if such a plan were inaugurated. There are rea- 
sons to believe that allowing the carry-over of credits for low income 
would soften the tendency to cut expenditures to minimal limits in 
years when income is low, on grounds that less saving or more dis- 
saving in low income years can be more easily compensated in 
periods of higher income because of lighter taxation in those periods. 
On the other hand, under the averaging scheme, taxes in low-income 
years would be higher than at present. Which of these two opposing 
influences would be stronger, resulting in greater regularity or ir- 
regularity in consumption and/or investment from year to year, 
would depend upon the level around which annual income fluctu- 
ates, and upon the particular anticipations of the individual. Those 
with low incomes fluctuating above and below the personal exemp- 
tion would clearly be encouraged to increase their long-run level of 
consumption. This is true because when income is above the exemp- 
tion the tax would he lower than at present because of the carry- 
over of tax-free credits from poorer years, while it is probable that 
in poorer years little or no tax would be paid because of unused 
exemptioii. In the upper-middle and high incomes the effect would 
be principally upon saving and only slightly upon consumption. But 
the consumption-saving behavior of the lower-middle incomes under 
an averaging plan is hardly predictable with accuracy. 

On the whole we may be safe in concluding that the averaging 
plan would tend to regularize and to raise the level of consumption, 
because this effect would be expected from low-income groups 
while the present relatively constant level of consumption expendi- 
ture by the higher-income groups would be little changed. As for 
the level of saving, it might well fluctuate more widely than at 
present, because of lower taxes in high-income years and higher 
taxes in low-income years. The total effect upon the level of income 
would probably not be marked, and thus even if this total effect 
were negative it would not be serious enough to offset the equity 
accomplishments of an averaging plan. 

3. Taxation of Capital Gains and Losses as Income. Those per- 
sons to whom the method of taxing capital gains and losses is im- 
portant are generally to be found in the higher-income groups. Since 
for these incomes the average propensity to consume is relatively 
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low, we may expect changes in the method of taxing gains and losses 
to affect principally the disposition of savings. The changes recom- 
mended would impose regular personal income tax rates on net 
gains (eliminating flat rate taxation), and allow deduction of net 
losses from other income. We may view the effects of such changes 
from two points of view: (1) the effects upon realization of gains 
and losses in any year, and (2) the effects upon disposition of gain 
and loss income realized after payment of taxes. The first requires 
only brief treatment, since the tax influence upon decisions to buy 
or sell capital assets is probably not great. In so far as tax considera- 
tions do enter into decisions to buy and sell, the elimination of the 
low and flat rate on gains would operate to discourage the taking 
of gains when they would add greatly to an already high income. 
And likewise capital losses might be realized in larger volume when 
such losses could be cancelled against high other income. We repeat 
that tax considerations are probably of minor importance in de- 
termining the volume of gains and losses, but the results outlined 
above would seem to imply some use of gains and losses to level off 
violent fluctuations in taxable income through the cycle. 

The effects upon disposition of income (including gains and 
losses) can be looked for principally among the high-income groups 
to whom these changes would be particularly applicable. If income 
through the cycle were to become less fluctuating, because of the 
conscious realization of gains and losses to accomplish this purpose, 
we should expect a tendency toward regularized saving from year 
to year. But the most significant long-run effect would probably be 
upon the proportion of savings going into investment. The present 
scheme, by taxing gains reasonably heavily and ignoring losses, 
clearly says to the investor that government will share in his gains 
but not in his losses. We might reasonably anticipate, therefore, that 
such a change in the taxation of gains and losses as we have pro- 
posed would remove one brake upon investment in risky enterprise. 
For the characteristics of risky investment are relatively large gains 
and relatively heavy losses. It is presumed to be unnecessary to 
repeat the national income requirement that savings be invested. 
The encouragement to investment is more marked when we couple 
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the proposal to tax gains and losses as income with the earlier pro- 
posal to average incomes over a period of years. For the averaging 
process would allow cancellation of losses against gains and other 
income not only in the year realized, but over a much longer period. 
It appears quite certain that the sum effect of these proposals would 
be to encourage the type of investment most required to break the 
grip of either cyclical recession or secular stagnation upon an 
economy. 

4. Elimination of Double Taxation of Corporate Profits. The 
principal result of our proposal to eliminate the corporate income 
tax would be to remove present excessive burdens upon corporate 
profits. Those whose corporate dividends are a part of low incomes 
would thus have larger income after taxes than under present ar- 
rangements. The expected consequence would be a rise in the level 
of consumption, and a possible minor increase in savings. Among 
higher income individuals receiving corporate dividends there 
would likewise be an increase in income after taxes.® Clearly the 
potential level of private spending is increased. Whether or not this 
increased income will actually be spent to create additional income 
cannot be formulated as a generalization. For low-level dividend re- 
ceivers it would very likely be spent for consumption. For others, it 
is at least available for private spending, while it is not so available 
if taxed away from the corporation. And if not privately spent, it is 
almost certainly preferable to tax it away from individuals for gov- 
ernment spending or to substitute deficit spending than to discrim- 
inate against this form of income as does the corporate tax. 

A principal advantage in eliminating the corporate tax is the en- 
couragement to the investment of savings in corporate enterprise. 
The major part of industrial production in the economy is carried 
on by incorporated business enterprises. We may therefore expect 
that the principal industrial advances will be introduced by corpora- 
tions, and that they will provide a major share of opportunities for 

^ Other things equal, if the effective corporate tax rate on the net income of a 
particular corporation is now 20%, elimination of the corporate tax would in- 
crease dividends to an individual stockholder by 25%. After taxes his disposable 
income from tlie corporation would be increased by this amount less the in- 
dividual income tax on it. 
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new investment. To penalize the return from such investment by 
discriminatory taxation is to discourage the making of such invest- 
ment. The removal of this discrimination, by removing a penalty, 
provides relative encouragement. 

We consider next the possible economic effects of that part of 
our proposal which involves taxation of undistributed corporate 
profits as if they had been distributed. This would most certainly 
call forth agonized groans from those particularly affected. The op- 
posing argument would probably be built upon the presumption 
that corporate saving and reinvestment would thereby be severely 
penalized. It will be recalled that the proposal is made to close a 
wide avenue of income escape from taxation at existing personal 
rates. It is clear that this escape has resulted in genuine benefit to 
certain income receivers, and is badly out of line with the ideals of 
income tax justice. But the question is, is tax escape an essential 
dietary ingredient for the goose that lays the golden egg— would in- 
vestment in corporate enterprise be adversely affected if this means 
of escape were closed? The volume of savings in the market place 
available for corporate investment on favorable terms does not 
appear to have been inadequate over a long period of time. Nor 
does the volume of accumulated war-time savings and bank reserves 
appear inadequate at present. Elimination of the corporate tax would 
very likely provide an increase of personal savings more than ade- 
quate to offset the decline in savings by those whose undistributed 
incomes would be subject to heavier tax. We may feel confident that 
a poll of experts would reveal far more coneern for the inadequacy 
of investment opportunities to absorb social savings than for the 
inadequacy of savings to meet investment requirements. 

It may be countered that, although total savings are at least 
equal to total investment requirements, savings will be offered only 
on terms which provide security of return (i.c., bonds), while the 
need of the corporation is for risk capital which is willing to take 
its chances on the success of the venture. Two answers may be given. 
The first is that the general program of tax revision here recom- 
mended— elimination of the corporate tax, allowance of capital losses, 
and the averaging of incomes and losses over a period of years— 
constitutes a considerable encouragement to the acceptance of risk 
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in investment. The second is that the whole program of compensa- 
tory fiscal policy has as its goal the elimination of underemployment 
of productive facilities, which is the major risk faced by industry in 
a free economy. 

Cyclical Adjustments Revisions such as those dis- 
cussed above would establish an income tax whose structure elimi- 
nates the principal discriminations and special treatments which 
now introduce peculiar tax influences upon particular types of in- 
come disposition. Short-run counter-cycle adjustments then proceed 
upon a basic tax which is adjusted to ability to pay. Counter-cycle 
use of the tax will frequently involve adjustments which influence 
the whole range of income levels; frequently also the functional ob- 
jective will call for particular brakes or particular incentives to cer- 
tain income classes or certain income types. This latter specialized 
type of adjustment will purposely introduce discrimination of vary- 
ing types over short periods to condition natural propensities in the 
disposal of income. 

We consider first the types of income tax adjustments possible 
under conditions of underemployment, with anticipations (producer 
and consumer) falling. Fiscal policy under such conditions will place 
its major dependence upon public spending, though assistance can 
be had from proper tax policy. This tax policy will proceed upon 
the recognition that, although the fall in income is principally ex- 
plained by the abrupt fall in investment, this fall in investment is 
itself largely caused by a fall in consumption. The demand for in- 
vestment goods is derived from the demand for consumption goods; 
a minor fall in the latter typically induces a major fall in the former. 
Failure to recognize this fact may lead to relatively ineffective anti- 
deflation tax policy which assumes that, because the decline in in- 
vestment is more marked than that in consumption, taxes should be 
lightened on investment incomes as incentives to pursuit of those in- 
comes, and savings encouraged so as to create a larger volume of 
them and thus force investment at terms favorable to the borrower. 
The real need under such circumstances is to increase consumption, 
and little can be accomplished along this line by relief to large- and 
investment-income receivers. Thus recession and depression income 
tax policy calls for relatively great tax relief to low incomes; it will 
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be assisted by relief to high incomes as well, though to a lesser degree 
and sometimes hardly at all.® 

In the early stages of a rise in anticipations and income, it is 
equally important to emphasize the role of consumption, for a rise in 
investment, though more spectacular, derives principally from a rise 
in consumption. Incentive rates of taxation on low incomes should 
thus be continued. And since the rise in investment is due far more 
significantly to the rise in consumption than to relatively low tax 
rates on investment incomes or high incomes, the desire for more 
revenue can be indulged more safely by a moderate increase in rates 
on the higher incomes. A rise in rates on the higher income brackets 
may further discourage the development of a speculative invest- 
ment boom growing out of an over-capitalization of the prospects 
of consumption increase. We conclude, then, that during the earlier 
stages of a recovery-prosperity phase of the cycle, tax rate increases 
at the higher income levels will precede those at lower levels. 

The late stage of the upswing in income and anticipations would 
normally require more rapid rise in tax burdens on lower incomes. 
The fundamental reason is again the major influence of consumption 
upon investment. A dynamic economy threatens boom and inflation 
at the top of the cycle, which can best be controlled by pressure upon 
consumption, and this can be accomplished by relatively heavy tax 
burdens upon lower incomes whose propensity to consume is high.^® 
In this phase of the cycle it may even become desirable to impose 
consumption taxes, though only as a last resort.^^ 

“ Those who view the economy in terms of a purely mechanical circuit flow of 
income, largely ignoring the importance of anticipations, would actually raise 
taxes on high incomes in recession and depression. This would be done on the 
grounds that since private savings are not going into private investment, the 
excess of savings should be drawn off by taxation and disposed of as public 
investment. This view appears to value too lightly the importance of excessive 
private savings in producing favorable terms on which private investment 
funds can be had by industry if some improvement in demand for investment 
funds can be induced. 

If the economy is not dynamic, but "mature,” the danger of inflationary boom 
is not great, and consistent pressure for a higher consumption level would be 
indicated. Under such circumstances persistently light burdens on lower in- 
comes would be desirable. Cf. Hansen, Fiscal PoUcy and Business Cycles, 
New York, Norton, 1941, p. 300. 

We discuss consumption taxes in the following chapter. 
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There is finally a large group of special economic conditions dif- 
ferent from the usual self-propelling business cycle in which func- 
tional tax policy may be useful. In a war boom the peculiar charac- 
teristic is the absolute impossibility of an increase in consumption. 
It is then imperative that tax burdens fall heavily upon those lower 
and rising incomes which are destined principally for consumption, 
though high incomes must also bear their share of war burdens. 
Under such conditions of rising incomes the objective is to prohibit 
a rise in consumption, while industrial conversion and government 
borrowing will provide heavy demand for investment funds. In 
other conditions, such as a secular preference for security in invest- 
ment rather than risk-taking, it may be useful to segregate profit in- 
comes from other incomes and apply lower rates to the former.^® 
By and large, however, a plan for the averaging of incomes over a 
period of years with full inclusion of losses would appear to be a 
preferable inducement to acceptance of investment risk. 

How, in terms of the mechanics of income tax practice, can 

In order to provide social justice and at the same time both discourage con- 
sumption expenditure and encourage investment, excess profits taxes upon 
business will be necessary. In addition, the heavy taxes on smaller incomes 
probably should be partially considered as forced loans. Income is taxed 
away for the duration of the emergency, but a part of it purchases bonds for 
the taxpayer, redeemable after the emergency has passed. This plan was pro- 
posed by J. M. Keynes, How to Pay for the War, New York, Harcourt Brace, 
1940, Chapters 5 and 6. 

Since the secular trend toward less risky investment is most likely to result 
from a high incidence of monopoly in the system, tax encouragement to risk- 
acceptance is like whipping a balky horse with a piece of string. What is 
needed is vigorous anti-monopoly policy, without which favorable treatment 
of profit incomes would probably encourage monopoly. The same difficulties 
with monopoly would appear in a period of deficit spending to promote em- 
ployment. The point is stated by J. M. Clark as follows: “One possibility, not 
pleasant to contemplate, is a situation in which government undertakes to 
guarantee ‘full employment' by public spending, while private capital remains 
apprehensive and an array of monopolistic groups lock horns in an unrestricted 
struggle to grab the proceeds, thereby causing the spending to be dissipated in 
price and wage increases, and preventing it from taking effect in ample emt 
ployment and production of needed goods. In that case . . . Regimentation 
would be the alternative to chaos.” (Reprinted by permission from De- 
mobilization of Wartime Economic Controls, by J. M. Clark, copyrighted, 
1944, by the Committee for Economic Development, and published by the 
McGraw-Hill Book Company, Inc.) 
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compensatory adjustment be accomplished? Since in the majority of 
instances it is desired to condition consumption or investment from 
the whole individual income, manipulation of burdens upon the 
whole income is generally desired. This means manipulation of 
effective rates of taxation. And such manipulation can be accom- 
plished in three ways. The first is to leave the schedule of rates alone 
and to enforce a percentage increase or decrease in the tax as com- 
puted by those rates. The second is to leave the schedule of rates 
alone and to adjust personal exemptions. The third is to revise the 
schedule of rates. 

The first of these is likely to appeal on grounds of simplicity. It 
leaves the basic rate schedule intact, which has advantages in en- 
couraging public familiarity with the tax structure. It has eertain 
disadvantages, however. It is a blanket, indiscriminate method which 
can hardly meet the usual need for precise application of the ad- 
justment to certain income groups. The results of “aeross-the- 
board” 5 per cent reduction of surtax, as provided in the Revenue 
Act of 1945, are shown in Table 30. 


TABLE 30 

Effect of Percentage 
Act of 1945 

Reduction in 

Surtax; Revenue 

SURTAX 

EFl'ECTIVE RATE 

EFFECTIVE RATE 

AMOUNT OF TAX 

NET INCOME 

DEFOllE REDUCTION 

AFTER REDUCTION 

EXCUSED 

i$) 

(%) 

{%) 

i$) 

2,000 

17 

16.3 

17.00 

10,000 

23.4 

22.23 

117.00 

25,000 

37.6 

35.72 

470.00 

50,000 

50.64 

48.11 

1,266.00 

100,000 

64.32 

61.10 

3,216.00 

200,000 

75.41 

71.65 

7,541.00 

1,000,000 

85.48 

81.21 

42,741.00 

^^This could 

be accomplished by addition to or subtraction from the tax. 


calculated according to established rates, of an amount itself determined by a 
progressive or regressive schedule of rates. Thus, if incomes of $25,000 were 
allowed relief of 5% of the calculated tax while incomes of $2000 were allowed 
relief of 15% of the tax, relatively greater relief would be granted the lower 
income. Such a scheme of applying a regressive schedule of rates of relief 
to a progressive schedule of tax rates would make for serious complication, 
especially in view of the fact that other and simpler methods are available for 
accomplishing the same purpose. 
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Restoration to all individuals of a fixed percentage of calculated 
tax is likely to leave a schedule of effective rates somewhat different 
from a schedule beginning with an effective rate of 16.3 per cent on 
a $2000 income and progressing in accordance with ability to pay. 
The point to be noted here is that across-the-board rate reductions, 
though they seem to represent horizontal change, are likely to fail 
to give the relief where it is most productive and to leave a 
schedule of effective rates different from that intended. For example, 
the “20% across-the-board” tax reduction proposed in 1947, though 
claimed as a return toward pre-war distribution of tax burdens,^® 
would produce quite different results. Since the war-increases in 
tax rates had been principally in the lower and middle brackets, a 
uniform percentage reduction in wartime rates would certainly not 
leave taxpayers at various income levels in the pre-war relation to one 
another.^® 

The second method— adjusting personal exemptions— will be par- 
ticularly useful in those frequent cases when it is desired to affect 

The report of the committee slated (Report No. 180 to Accompany II. R. 1, 
House of Representatives, 80th Congress, 1st Sess., Individual Income Tax 
Reduction Act of 1947, p. 1 ) : “This hill is designed to relieve the individual 
income-tax payer from a portion of his heavy wartime-tax burden.” 

*®Tlie effect is shown in Individual Income Tax Reduction, Committee on 
Ways and Means, 80th Congress, 1st SevSs., Hearings gn H.R. 1, Exhibit 2, 
p. 26. Selected figures are reproduced below from Exhibit 2. 


NET INCOME 

BEFOHE PERSONAL 

EFFECTIVE RATE, 

EFFECTIVE RATE, 

EXEMPTION 

1939 

H.R. 1 

($) 

(V 

(%) 

1,200 

0 

2.5 

2,000 

0 

7.6 

3,000 

.3 

10.1 

4,000 

1.1 

11.8 

25,000 

10.1 

29.1 

50,000 

17.7 

39.7 

100,000 

32.5 

50.5 

1,000,000 

67.9 

72.9 

6,000,000 

76.3 

76.5 


It should be noted that H.R. 1 did not actually provide for a cut of “20% 
across the board.” Rates on surtax net income of $1200 or less were to be cut 
about 30%; those between $1200 and $302,000 were to be reduced 20%; and 
those above $302,000 by about 10.5%. 
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particularly the level of consumption. For an increase or decrease in 
the exemption is most strongly felt among the lower incomes, and its 
effect is less and less significant as we go up the income scale. In 
Table 31 we recast the figures of Table 30 to show the diminishing 
effect upon higher incomes when the surtax personal exemption is 
increased by $2000 per taxpayer. 


TABLE 31 Effect of Increase in Surtax Exemption 


SURTAX NET 

SURTAX NET 

EFFECTIVE 

SURTAX HATE 

EFFECTIVE 

SURTAX RATE 

AMOUNT 

OF TAX 

INCOME 

INCOME 

BEFORE 

AFTER 

BELIEF 

{Bp fore rnrrease in 
•personal extmpiiori) 

($) 

(Afttr intrtase of 
pcrsoval » ji mpfion 
of SjiOOf} per tax- 
pa\jcT) 

($) 

(%) 

i%) 

i$) 

2,000 

0 

17 

0 

340 

10,000 

8,000 

23.4 

21.5 

620 

25,000 

23,000 

37.6 

36,0 

1120 

50,000 

48,000 

50.64 

49.87 

1380 

100,000 

98,000 

64.32 

63.67 

1920 

200,000 

198,000 

75.41 

75.29 

1740 

1,000,000 

998,000 

85.48 

85.47 

1760 


Diminishing relief as the income level increases is clearly evi- 
dent. (This is as true of the amount of tax relief as of the effective 
rate, since reduction by $1920 of the tax of the person with surtax 
net income of $100,000 is far less in terms of utility than is the 
release of $340 to the receiver of a $2000 surtax income. ) The reader 
can observe that the reverse effect would result if personal exemp- 
tions were decreased and tax rates held unchanged. Manipulation of 
the personal exemption thus can be recommended as a useful method 
of accomplishing adjustment. It leaves tax structure and tax rates 
intact from period to period, utilizing the practical advantage of 
permanence. It accomplishes the type of results— encouragement or 
discouragement of consumption— most frequently desired in counter- 
cycle use of the tax. And it has the further administrative merit of 
greatly reducing the number of tax returns during the period of tax 
relief. 

Since the majority of income tax returns are made by lower income receivers, 

a minor decrease in personal exemptions brings a major increase in the number 
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The third method of adjustment— revision of the rate schedule— 
allows potentially the most precise adjustment of the three. Whether 
in actual practice such results would obtain is, however, question- 
tionable. Frequent revision of rate schedules suggests frequent 
repetition of the legislative process, which offers oportunities for 
subordination of functional objectives to revenue objectives,^® takes 
time, and too often finally confronts the taxpayer with a new and 
unfamiliar tax. Nevertheless, it would be naive to assume that an act 
could be framed which would be useful without change for a long 
period. Occasions will arise when revision of rate schedules is the 
only possible method of meeting an economic situation, and there 
may be occasions when it is desired to impose— for compensatory 
reasons— different rates upon different types of income. 

We have given far more space to the personal income tax than 
we shall give to any other single type of tax. This has been done 
because it is the most important tax now in use, because it promises 
to increase in importance to the states, and because its qualifications 
are such as to recommend its use as the major fiscal instrument in the 
kit of functional-revenue tools. We are led to the inevitable con- 
clusion that a proper tax system will find the personal income tax 
as the great central bulwark, while other taxes will be relegated to 
the role of complementary measures when particular sumptuary ob- 
jectives, particular revenue objectives, or divided governmental 
sovereignty make their use desirable or necessary. 
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TAXES ON SALES 


TYPES OF TAXES ON SALES 

Taxes imposed upon the sale or use of goods take 
several forms, some of which are clearly intended to fall upon the 
consumers of those goods, while others, though apparently intended 
to fall upon sellers, are generally shifted to buyers. We shall class as 
taxes upon sales all of those taxes which are imposed upon sellers 
or buyers of products when the base of the tax is the amount of 
sales (or purchases). The impact of the tax may be at the point of 
sale, though it may occur on the occasion of production for sale. 
Particularly noteworthy are many state taxes imposed upon business 
enterprises, called taxes upon the “privilege of doing business,” but 
levied upon the volume of sales. Such “business” taxes are, in effect, 
sales taxes. We shall consider separately (1) customs duties, (2) 
taxes on the production, sale, or use of particular goods, (3) turn- 
over, or general sales taxes, and (4) retail sales taxes. 

Customs Duties Tariff duties imposed upon goods im- 
ported into a country are in all mechanical and economic aspects 
like taxes imposed upon the sale of goods produced and sold within 
a country. The duty is collected from the importer at the time the 
goods enter the country, and becomes an element of cost of the 
goods to him. The intent of the import duty is generally to dis- 
courage importation of a good by an artificial tax addition to its price, 
while the objective of an internal sales tax is almost always to raise 
revenue. Nevertheless, a tariff for protective purposes incidentally 
produces revenue, unless duties are so high as to stop importation 
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completely, while a tax upon the sale of a home-produced good 
possesses inevitable elements of discouragement of its sale. 

Though customs duties are and have been imposed with the 
primary intent to protect home industry against foreign competition 
in the home market, such duties can be and have been used for 
revenue purposes only. This implies that the import duty impose no 
price disadvantage upon the imported good. If the good is not pro- 
duced at home the duty will be relatively low in rate, particularly if 
it is a good of highly elastic demand. The objective will be to 
maximize the revenue received; t.r., to establish the duty at a level 
which will make the dutv per unit times the number of units a 
maximum. In the case of goods of relati\ely elastic demand, a high 
duty would cause major reduction in the quantity imported, and 
thus provide less than the maximum amount of revenue. When de- 
mand for the good is highly inelastic, the quantity imported would 
be far less affected by high rates. 

The typical case, however, will be that in which the good is 
both home-produced and imported. In such a case the use of a 
tariflF for purely revenue purposes requires imposition of a com- 
parable tax burden upon the home-produced good. Thus, a tariff 
duty imposed for purely revenue purposes will be accompanied by 
an equal tax upon the sale of the home-produced good, and if it is 
desired to raise revenue by imposing a tax on the sale of a good 
produced at home it is reasonable that an import duty of comparable 
severity be levied upon similar foreign-produced goods. Prior to the 
World War of 1914—18, England used some import duties in this 
way, in a manner entirely consistent with her “free trade” policy. 

Whether imposed for revenue or protective purposes, however, 
the customs tariff is a tax upon the sale of a good. Its behavior with 
respect to shifting is exactly like that of taxes imposed upon sales 
of goods produced internally. This being the case, we are justified 
in applying to customs duties the same conclusions with respect to 
incidence and effects as are drawn with respect to other sales taxes. 

Taxes on the Production, Sale, or Use of Particular 
Goods Under this heading we consider a miscellaneous group of 
tax measures which, although on the surface they appear to be dis- 
tinct types, possess common basic characteristics. These common 
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characteristics are ( 1 ) they are applied specifically to a selected list 
of products or sellers, and (2) they are so applied as to make avail- 
able a price vehicle for forward shifting to buyers of the product 
and are thus actually taxes upon sales. We shall describe briefly three 
groups of such taxes: those on the gross receipts of particular busi- 
nesses, those upon the use of particular commodities, and those 
upon the sale of particular commodities. 

The first group comprises those taxes upon business gross re- 
ceipts which are imposed by some states as part of the general 
scheme of state business taxation. Frequently such “business taxes’^ 
are not intended as commodity or sales taxes, but as taxes to be 
borne by businesses out of their net incomes. For example, many 
state business tax systems apply various measures to different types 
of business. Corporations in general may pay business taxes imposed 
upon their net incomes as a proper measure of their supposed busi- 
ness ability to pay, or in return for benefits conferred upon them. But 
since miscellaneous unincorporated businesses do not possess uni- 
form accounting systems, and thus do not determine their net in- 
come by uniform methods, business taxes upon them are frequently 
measured by their gross receipts or gross income. Stdte business 
taxes on public utilities arc generally levied upon gross receipts. 
But taxes on gross receipts can easily be allocated as variable costs 
per unit of output, and shitted forward as an addition to price. Thus 
business taxes on net income are generally not jhifted, while those 
on gross receipts generally are. Though the intent of the two 
measures may be identical— imposition of the tax upon business, to 
be paid from business net income— the results are quite different. A 
business tax of 1 per cent on gross receipts, though called by a 
different name, is exactly like a sales tax of 1 per cent whose base is 
gross sales of the business. If we are to be realistic, therefore, we 
must class many so-called business taxes with taxes on sales. 

“Use taxes'’ are a form of excise imposed not upon the purchase 
or sale of the good, but upon its use. The federal government, for 
example, imposed a tax in 1942 of five dollars per year upon the use 
of motor vehicles and boats.’ Some states with retail sales taxes 
accompany these measures with a tax imposed upon the use of goods 
^ Repealed as of the end of 1945. 
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purchased at retail outside the state. The use tax is employed as an 
instrument to discourage avoidance of the sales tax by purchases 
outside the state, and to eliminate the competitive disadvantage im- 
posed upon home sellers by the introduction of a tax on sales. Use 
taxes thus are clearly like taxes on sales so far as their economic 
effects are concerned. They are, however, infrequently employed, 
and constitute a minor element in any tax system,- partly because 
they present real administrative difficulties in promoting compliance. 

Taxes imposed upon the sale of particular commodities are gen- 
erally termed “excises” or “selective sales taxes.” They are utilized 
extensively, by both the federal and the state governments, and con- 
stitute the most important of the taxes upon particular commodities 
or sellers. Customs duties are actually of this type, though we have 
chosen to discuss them under a separate heading because their use 
is commonly dominated by the objective of protection. The time- 
honored federal excises are those upon tobacco products, playing 
cards, and alcoholic liquors. State governments have since 1930 
selected for excise taxation certain goods of wide consumption, such 
as gasoline, cigarettes, and liquors. Federal and state taxes upon that 
group of commodities making up the established and permanent 
“excise list” have generally been levied at the higher levels of dis- 
tribution, the tax being originally paid by the manufacturer or 
primary distributor. The tax is frequently paid by purchase of tax 
stamps, which must be affixed to the product before it enters dis- 
tribution channels.'* The reason for applying the tax at an early stage 
in distribution is to simplify administration and compliance. The 
tax stamp system is used to check compliance with the tax law which 
forbids subsequent sale of the commodity within the taxing jurisdic- 
tion unless it bears the stamp. 

As the federal excise list has been lengthened— generally since 
1932 and especially during World War II— collection by the Treasury 
of the many taxes on specific goods has been applied at various dis- 
tributive levels. The principal manufacturers’ excises ( collected from 
manufacturers) are those imposed upon gasoline and oils, automo- 

* In economic effect renewed motor vehicle licenses are identical with use taxes. 
® Gasoline taxes, for obvious reasons, cannot be administered by use of the 
stamp system. 
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bile parts and accessories, sporting goods, luggage, household ap- 
pliances, musical instruments, and electrical energy. The principal 
retailers’ excises are those on furs, jewelry, and toilet preparations. 
Special excises imposed at the “retail” level but upon commodities 
or services not normally flowing through the usual manufacturer- 
wholesaler-retailer channels are those on dues and initiation fees, 
admissions and luxury entertainment, rental of safe deposit boxes, 
and the use of telephone and telegraph facilities. The types of goods 
and services taxed by wartime additions to the excise list are not 
generally such as to permit use of the tax stamp system. 

The federal excise laws employ both specific and ad valorem 
taxes. In general, the items in the traditional or permanent excise 
list— tobacco, playing cards, liquor, and gasoline— are specific taxes; 
i.e., the tax is a fixed amount per physical unit of the product, with- 
out regard for the value of the unit. For example, the federal war 
rates on some of these products were: 

Distilled spirits: $9.00 per proof gallon 
Gasoline; per gallon 

Cigarettes; $3.50 per thousand (7^ per package of 20) 

Playing cards: 13^ per pack 

On the other hand, most of the newcomers in the federal excise list 
were taxed ad valorem; i.c., the tax is a fixed per cent of the selling 
price of the product at whatever distributive level the tax is col- 
lected."^ In general the ad valorem tax is preferable to the specific 
tax. A specific tax falls more heavily upon the cheaper brand of 
taxed article, since it represents a higher percentage of selling price. 
If the specific tax rate charges what the traffic in cheaper brands 
will bear, potential revenue is lost on the more expensive brands. If 
the rate charges what the more expensive brands will bear the 
cheaper brand is driven from the market, and the cost of the com- 
modity to the low-income buyer is increased both by the tax and by 
the disappearance of the cheaper article. On the other hand, the 

^ The provision that stamps be affixed to taxed articles is feasible only in the case 
of specific duties, for variations in price require variations in the amount of 
tax under the ad valorem system, and stamps of various denominations would 
be required. When prices are changing it would frequently be impossible to 
determine at time of purchase of stamps the precise denominations required. 
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ease of administration of the specific tax is considerably in its 
favor. 

Turnover Taxes The "turnover” or “general sales” tax 
is intended to cover not only all commodities,^ but transactions at 
all stages of distribution. Use of this type of tax has not been ex- 
tensive in the United States. Agitation for its adoption as a federal 
tax was found among the “Townsendites” in the nineteen-thirties to 
finance their proposed old-age pension plan. In 1937 a general sales 
tax, though usually labeled as a tax on the “privilege of engaging in 
business” was in operation in seven states.^* Such taxes were im- 
posed at all levels on the gross income of the seller, but at varying 
rates. No general pattern of rates is noticeable in the experience of 
these several states, except that sales at retail were taxed at the 
highest rate (generally 2 per cent), sales at wholesale at the lowest 
rate (ranging from 0.1 to 0.25 per cent), and manufacturing, mining, 
farming, etc., at relatively low rates in between (ranging from 0.25 
to 1.0 per cent). 

The differences in rates applied to sales at the various distributive 
levels appear to follow very roughly differences in mark-up policy 
employed by distributors at those levels. These differences, how- 
ever, recognize the principal economic peculiarity of general sales 
taxes; the tendency to pyramid one tax upon another. If the tax 
collected at one stage in distribution is shifted forward by being 
added to the price of the commodity, the distributor at the next 
stage will find the cost to him increased by the amount of the tax. 
He proceeds to apply his mark-up to this cost to determine his selling 
price, and when the good is resold a sales tax is again paid. The 
base of the second tax includes the first tax, and the more transac- 
tions before retail sale the larger the element of pyramided tax in 
retail price. But the effect upon the magnitude of retail price is 
possibly less critical than the premium such a tax places upon the 
vertical integration of business. For when an additional tax is im- 

® Specific exemptions may, however, be made. 

® Arizona, Delaware, Indiana, Mississippi, New Mexico, Washington, West 
Virginia. In addition, North Carolina, Pennsylvania, and Virginia imposed 
general taxes upon the privilege of mechandising, excluding manufacturing, 
agriculture, and mining. Tax Systems of the World, 7th Ed., Tax Research 
Foundation, 1938, pp. 153-6. 
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posed with each transaction it is of competitive advantage to avoid 
as many independent transactions as possible in the process of dis- 
tribution. The integrated firm which is in possession of the good 
from its raw material stage to retail sale will find only one tax— at 
retail— included in its price. The good passes through as many stages 
in the process of production and distribution, but all except the last 
are intra muros. The consequences of such an urge to integration 
may well be quite inconsistent with the general desire to promote 
competition. 

If it is assumed that the whole tax is shifted forward in any case, 
a given amount of revenue could be raised by a retail sales tax alone 
at less cost to consumers than by a general sales or turnover tax. 
This follows from the fact that under a general sales tax a part of 
the retail price covers distributors’ mark-ups on the taxes paid at 
earlier stages in distribution. This can be demonstrated numerically 
by hypothetical example. Suppose three transactions are involved in 
distribution of a product, and a 10 per cent turnover tax is applied to 
the selling price at each transaction. Suppose further that each seller 
sells at a mark-up of 20 per cent over cost to him. The following 
results will be obtained, assuming the whole tax to be shifted for- 
ward at each transaction. 


Cost plus mark-up (seller A) $10. 

Plus tax at 10% 1. 

Cost to seller B 11. 

Plus 20% mark-up 2.2 

Selling price (less tax) of seller B 13.2 

Plus tax at 10% 1.32 

Cost to seller C 14.52 

Plus 20% mark-up 2.90 

Selling price (less tax) of seller C 17.42 

Plus tax at 10% 1.74 

Price to final buyer $19.16 


The total tax collected in this set of transactions is $4.06 ($1 + $1.32 
+ $1.74). Now let us see what the price to the final buyer would 
be under identical circumstances except that the tax is collected only 
at the final (retail) sale. The tax is again completely shifted for- 
ward. 
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Cost plus mark-up (seller A) $10. 

Equals cost to seller B 10. 

Plus 20% mark-up 2. 

Cost to seller C 12. 

Plus 20% mark-up 2.4 

Selling price (less tax) of seller C 14.4 

Plus tax at 28.2% (to provide revenue 
equal to that received under turn- 
over tax) 4.06 

Price to final buyer $18.46 


The difference ($.70) in price to the final buyer under the two 
types of tax is due to the cumulative effect of applying fixed mark- 
ups to tax ingredients of cost. 

Retail Sales Taxes We have assumed a retail sales tax 
in our second numerical example above. It is applied only at the 
point of final (retail) sale, and thus avoids differential advantage to 
integrated systems of distribution, reduces the administrative diffi- 
culties of collection by reducing the number of original taxpayers,"^ 
and can collect a given amount of revenue with less increase in final 
price of the product. The retail sales tax, by applying the whole tax 
at the point of final sale, typically promotes greater consciousness 
of the amount of tax paid than does the turnover tax. On the other 
hand, the turnover tax obviates the difficulties inherent in defining 
firms subject to the tax, since it applies the tax at all levels of 
sale.® 

It is possible to provide exemption from sales taxation to almost 
any selected group of buyers under any type of sales tax. The 
simplest method of providing tax exemption is to exempt certain 
sellers from paying sales tax. If, for example, it is desired to exempt 
foodstuffs from taxation (as is not infrequently done), sellers of 

A sales tax on manufacturers and processors or on wholesale distributors would 
provide greater ease of collection than a retail sales tax, since it would collect 
from a smaller number of firms. On the other hand, it would present problems 
in defining those subject to tax because of the variety of firms engaging in the 
first (or an early) stage of distribution, and would allow the pyramiding of 
mark-ups on the tax in successive distributive steps. 

® This is true only if all transactions are subject to tax at the same rate. If 
different rates are applied at different levels of sale, the problem of defining 
these levels is not simple. 
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foodstuffs can be exempt from all provision of the tax. If, however, 
it is desired to exempt certain buyers ( e.g., governments, charitable, 
educational, and religious organizations) of any product, the 
mechanics of exemption become more complex. Probably the plan 
which comes closest to precise accomplishment of this type of exemp- 
tion is that employed by Ohio, which requires the seller to give the 
buyer a cancelled receipt for the tax paid at the time of purchase. 
Buyers entitled to exemption can then forward these receipts to 
the treasurer for reimbursement.® The plan is, however, cumbersome 
and it seems quite likely that the effort of compliance militates 
against its satisfactory operation. 

EXTENT OF EXCISE AND SALES TAXATION 

Federal Government The federal government has 
utilized customs duties since its origin. The sumptuary intent (pro- 
tection ) of the tariff, however, has so dominated its use as to make 
revenue results almost wholly incidental and to place it largely out- 
side the scope of our study. Excises on particular commodities, how- 
ever, have played a continuing role as an important elastic revenue 
element in the federal system. It is difficult to know to what extent 
sumptuary motives have influenced the excise list. The sumptuary 
persuasion is clearly suggested by the principal items on the his- 
torical and permanent excise list— liquor, tobacco, and playing cards. 
On the other hand, the demonstrated inelasticity of demand of these 
“luxury” items makes them fair game for taxes intended for revenue 
purposes, for the tax addition to price results in relatively slight 
tendency to decrease consumption. Perhaps we may say that excises 
on these commodities provide large and stable revenues without 
disquieting the consciences of legislators and tax-gatherers. 

Sales taxes on liquor, tobacco, playing cards, and more recently 
gasoline, have provided the solid and stable core of the federal 
excise system. In modern times these items have been consistently 
taxed extremely heavily— with the exception of gasoline, which is 
more heavily burdened by state excise taxes— and thus leave little 
room for increase in revenue production by rate increase in emergen- 

® This system is described in greater detail ( and with more feeling ) in Hearings, 
Committee on Ways and Means, Revenue Revision of 1942, Volume 2, p. 1788. 
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cies. The real revenue elasticity in the federal excise system has been 
gained by lengthening and shortening the list of commodities sub- 
ject to tax. The commodities taxed typically possess three charac- 
teristics: (1) widespread consumption, (2) relatively inelastic de- 
mand, and (3) status in the range of goods somewhat above the 
group of accepted “necessaries” of life. 

Revenue productivity of the federal excise system is shown in 
Table 32. The years selected in the table will show the element of 
controlled elasticity in the system in response to revenue needs. We 
begin with 1912, at which time wc find only those standard items of 
excise taxation subject to the levy. 


TABLE 32 Federal Excise Tax Collections 
($ milliom) 


TYPE OF TAX 

1912 

1918 

1926 

1932 

loso-^ 

1945^ 

Liquor 

220 

444 

26 

9 

505 

2,310 

Tobacco 

71 

156 

371 

399 

501 

932 

Playing cards 

.6 

b 

4 

4 

4 

b 

Oleomargarine ® 

2 

2 

2 

2 

2 

n 

Stamp Taxes 


22 

50 

28 

65 

66 

Manufacturers’ Excises 


13 

— 

— 

383 

783 

Admissions and Dues 


d 

34 

11 

23 

372 

Misc. Excises 


174 

253 

1 

66 

1,483 

Total 

293 

812 

740 

454 

1,547 

5,945 


" Includes, in addition, taxes on adulterated and renovated butter, mixed flour. 
^ Included with stamp duties. 

" Excludes processing taxes under the AAA, and payroll taxes. 

Included in Miscellaneous Excises. 

Excludes payroll taxes. 


During the revenue emergencies of 1918, 1932,’^ and 1945, the basic 
commodities subject to excise show less remarkable change than do 
the flexible, off-and-on categories.^- The more remarkable con- 

Sources: Bureau of the Census, Statistical Abstract of the U. S., 1920, pp. 718, 
720; 1926, pp. 172-3; 1933, p. 170; 1938, p. 181; 1946, p. 319. Figures do 
not necessarily add up to totals, because of rtnmding. 

“ The excise list was lengthened significantly in 1932 under pressure for added 
revenue, but did not begin to produce this added revenue until the following 
year, and then for only a portion of the fiscal year. 

We must note, however, the fluctuation in the proceeds of liquor excises. Their 
low productivity in 1926 and 1932 is due to the effect of the prohibition act; 
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sciously planned increases in excise revenues are evident in the last 
four categories. In revenue emergencies the number of items taxed 
under these categories is greatly increased, and high rates are ap- 
plied all along the line. 

During the last quarter-century the excises have consistently been 
regarded as an important foundation stone of the federal revenue 
system. They have typically furnished roughly one-fifth of total 
revenues, and during World War II declined slightly from that pro- 
portion because of the immense increase in income and profits tax 
revenues. Nevertheless, they are consciously used as a revenue 
anchor to windward, more dep(*ndable in revenue productivity than 
are income and profits taxes, and amenable to notable increase and 
decrease, especially through the simple expedient of subjecting a 
larger or smaller number of items or sellers to the tax.^^ 

^tate Governments The experience of the states shows 
very marked increase in the use of commodity taxes since 1930. This 
increase has occurred along two lines: new excise taxation of specific 
commodities— principally liquor, cigarettes, amusements, and gaso- 
line— and the imposition of retail sales taxes. Repeal of the prohibi- 
tion act is of course the principal cause of the rise in liquor tax 
revenues in recent years. The regulation of traffic in alcoholic liquors 
devolves principally upon the states, and it is not surprising to find 

productivity recovered in 1936 after repeal, but not strikiiiirly by comparison 
witli 1918, partially because a considerable share of liquor taxation went to the 
slates. Tlie striking increa.se in 1945 is due to heavier taxation and increased 
consLiinption. The .steady (and marked) increase in tobacco tax revenues is 
due to the long-run trend of increased consumption, particularly of heavily 
taxed cigarettes, and to the rise in incomes after 1932. In recent years it is 
not significantly due to an increase in tax rates, and is thus not an “elastic” 
tax in the sense that it is used to increase revenues in emergencies by a 
manipulation of rates or incliisi\ cness. 

We should not lose .sight of a peculiar emergency use to which the excises can 
be put. They lend tli('mselves to finely-focused sumptuary use. During the 
World War II period, for example, it is clear that se\ eral itcm.s were brought 
into the excise list to discourage their purchase or use. The taxation of auto- 
mobiles, automobile parts, lubricating oils, and tires was easily justified in 
terms of the scarcity of these items and of motor fuel. The same may be said 
of taxes upon electrical energy and telephone and telegraph service, while 
heavy taxation of items sucli as higgage and jewelry reflects the clear purpose 
of channeling increased incomes away from the markets for luxury consump- 
tion goods 
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taxation (or state liquor stores) accompanying the imposition of 
regulation. Sales of gasoline had been taxed in all forty-eight states 
prior to 1930, but between 1930 and 1936 twenty-one states in- 
creased rates at least once.^^ By 1937, twenty-one states imposed 
specific excises upon cigarettes and other tobacco products, and in 
1946 the number had grown to thirty-one.^ ^ However, twelve of 
these states had such taxes prior to 1930 (though none before 1921), 
while nine added them between 1930 and 1937.’*’ Twenty-six states 
had excises on admissions to some public amusements in 1937.^^ In 
the same year excises on the following items were employed by 
enough states to justify mention: oleomargarine (31 states), horse 
racing and pari-mutuel betting (23 states), and registration of 
bonds and morgages (9 states). Miscellaneous excises, including 
those on motor fuels, alcoholic beverages, and tobacco, but excluding 
general and retail sales taxes, produced 34 per cent of total tax 
revenues of the states in 1939 and 41 per cent in 1942.^® When gen- 
eral and retail sales taxes are added, we find taxes on commodities to 
have produced 48 per cent of total state tax revenues in 1939 and 
57 per cent in 1942.’*'^ Taxes of this sort thus represent by far the 
most important group of revenue producers utilized by states, and 
justify the characterization of state revenue systems as being prin- 
cipally dependent upon commodity taxes. 

General and retail sales taxes contributed approximately one- 
sixth to one-seventh of all state tax revenues in the period 1939^2. 
By 1946, twenty-four states had taxes which should be designated as 
sales tax measures, as distinguished from specific excises.-® Of these, 

^^Cf. Tax Systems of the World, 7th ed., Chicago, Commerce Clearing House, 
1938, p. 224. With two exceptions the twenty-seven states which did not in- 
crease gasoline tax rates between these dates already had high rates in 1930, 
ranging from to 6^ per gallon. The weighted average tax per gallon in 
1936 was 3.85(J. 

Tax Systems, 10th ed., Chicago, Commerce Clearing House, 1946, pp. 195-9. 
Tax Systems of the World, 7th ed., Chicago, Commerce Clearing House, 1938, 
p. 158. 

Ihid., p. 166. 

Federation of Tax Administrators, Recent Trends in State Revenues, Research 
Report No. 16 (no date), p. 6. 

Ibid, 

Tax Systems, 10th ed., Chicago, Commerce Clearing House, 1946, pp. 223-8. 
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seventeen were retail sales taxes, imposed upon gross receipts from 
the sale of tangible goods at retail; five were imposed upon gross 
receipts from sales at all levels, and thus were clearly “general sales 
taxes” by intent; two were imposed upon sales at wholesale and 
retail, and were thus approximate general sales taxes. Of the seven- 
teen states employing retail sales taxes, most taxed these sales at 
2 per cent, though rates varied between 1 and 3 per cent. 

Rapid extension of use of sales taxes by the states occurred con- 
currently with the rise of specific excises during the middle thirties. 
All seventeen states with retail sales taxes adopted these measures 
subsequent to 1932. Four of the seven states with general or near- 
general sales taxes had such measures prior to 1933. The reason for 
this marked expansion after 1932 is clearly evident; the decline in 
other revenues, coupled with heavy demands for relief outlays and 
fear of serious budget deficits, urged a serious search for new and 
productive revenue sources. Commodity taxes were most frequently 
the answer to this search. New commodity tax laws were generally 
drawn to pour the new revenues into the general fund of the state, 
as this fund bore the particular brunt of relief expenditures. In the 
minority of cases where the law designated a particular object of 
expenditure the following are to be noted: welfare, schools, and 
property tax relief. The new revenues were desired for school pur- 
poses because such expenditures would otherwise suffer severe re- 
duction as general funds declined. Sales taxes for property tax relief 
did not indicate a long-run plan to abandon the property tax, but 
merely to provide temporary relief from the oppressive burden of 
existing property tax rates during depression. 

In general we may observe that the choice of new revenue sources 
lay between personal income and commodity taxes. The latter were 
more generally adopted because of already heavy federal taxes on 
personal incomes and because of the extreme instability of the 
revenues from such taxes. On the other hand, commodity taxes were 
relatively dependable revenue measures. They seem to have had 
particular appeal on grounds that the new tax measures were to be 
temporary for the duration of the revenue emergency. In one state 

The exception was, of course, the gasoline taxes, whose increased revenues 

continueef in most cases to be dedicated to highway funds. 
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the sales tax was recommended ( though not adopted ) partly because 
it was regarded as more burdensome than the personal income tax, 
and would therefore be more readily discarded with the passing of 
the emergency.^- Far from being temporary fiscal measures, the trend 
in sales taxation by the states appears to be markedly rising. Though 
there were scattered examples of rate reduction during the war 
period, post-war revenue emergencies in the states promise not only 
restoration of depression rates, but adoption of sales tax measures by 
states which had previously avoided them. 

Local Governments Relatively little use has been 
made of commodity taxes by local governments. Some cities have 
employed automobile use taxes, and a few cities, notably New York 
City and New Orleans, have employed retail sales taxes. On the other 
hand, however, several of the state commodity tax laws have pro- 
vided for sharing of the proceeds with local governments. Of special 
excises, twenty-nine states shared gasoline taxes with local govern- 
ments in 1937, ten shared alcoholic beverage taxes, and two shared 
cigarette taxes. A few states shared— though generally grudgingly— 
their depression-born sales tax revenues with local governments. 
Most frequently when local governments participated in these 
revenues they shared only in the remainder after major lump-sum 
withdrawals by the states. These revenues, when locally shared, 
appear to have been made available to local governments usually for 
the designated support of schools. On the whole, however, local 
governments increased their dependence upon the property tax, and 
in some cases were assisted by state governments through state 
adoption of commodity taxes, making possible more moderate state 
participation in the taxation of property. 

Recent experience does not demonstrate that the sales tax is easy to abandon. 
Several of the sales tax laws of the nineteen-thirties provided for their own 
expiration. It appears tliat in most cases, however, the law was subsequently 
extended beyona the original date of its intended expiration, with the prob- 
ability of permanence. In eight states sales taxes were abandoned, generally 
because of their unpopularity. Even the state government surpluses of the 
war years have failed to accomplish the repeal of these “emergency” taxes. 
(C/. Roy G. and Gladys G. Blakey, Sales Taxes and Other Excises, Chicago, 
Public Administration Service, 1945, pp. 2-4.) The sales tax movement in 
the states has received new impetus since World War II, to meet the higher 
costs of government under inflation conditions. 
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SHIFTING OF TAXES ON SALES 

The popularly accepted conclusion with respect to the 
incidence of taxes on sales is that such taxes are completely shifted 
forward as an addition to the purchase price. This presumption is, 
indeed, an integral part of consumption tax theory. Sumptuary use 
of a consumption tax— to discourage purchase and use of a good, as 
in the case of a protective tariff— could hardly be expected to produce 
the desired results unless forward shifting were taken for granted. 
The selection of items for special excise taxation for revenue purposes 
generally favors goods of wide and inelastic demand, thereby taking 
for granted that the tax addition to price will reduce consumption 
relatively little. And it has even been argued that adoption of a sales 
tax is desirable to offset excessively steep progression in the federal 
personal income tax and to adjust the burdens of the whole tax system 
more equitably with respect to ability to pay. Clearly this implies 
that the burden of “consumption” taxes is upon consumers, who are 
predominantly in the lower income groups. 

A tax per unit upon production or sale of a good adds to the 
sellers cost of production or sale. If the tax is specific (a stated 
amount per physical unit of the good produced or sold), it is a con- 
stant addition to cost per unit, whether cost is measured marginally 
or as an average. If it is an ad valorem tax of a given per cent of the 
price of the good, it becomes a decreasing addition to variable cost 
per unit, since typically the larger the quantity sold the lower the 
price per unit. Taxes imposed upon gross sales or gross income of the 
seller are of this type. The general effect of tax additions to cost is 
the reduction of supply— i.e., quantities offered for sale at given 
prices are smaller than they would have been without the tax. In 
terms of our general discussion of incidence (See Chapters 13 and 
14) marginal cost is increased hy the tax, with consequent sale of a 
smaller quantity of the good at a higher price. Under conditions of 
monopolistic competition the intersection of marginal revenue and 
and marginal cost, which determines the optimum output of the 
seller, moves to the left,-'* and the market price rises. Under pure com- 
petition the decrease in market supply raises price, and thus raises 

See Figures 8 and 11. 
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the horizontal demand line facing the individual seller.^^ It is clear, 
therefore, that in the general case an increase in price will result 
from imposition of the tax. It is upon this type of observation that the 
general conclusion with respect to forward shifting is based. 

Limitations upon Forward Shifting To show that im- 
position of a commodity tax typically results in an increase in price 
is not to show that the tax is shifted forward in toto. What propor- 
tion of the tax is shifted depends upon the elasticity of demand and 
the elasticity of supply (cost). If the demand facing the seller were 
completely inelastic ( a vertical line, where quantity taken would not 
decrease at all with an increase in price) the tax could be completely 
shifted.^'* At the opposite extreme, if the demand were infinitely 
elastic (a horizontal line, where no quantity would be taken at a 
higher price) the tax could not be shifted forward at all. In this 
case the incidence of the tax would be completely upon the seller, 
though other important economic effects would be the disemploy- 
ment of some of the factors of production— incident to the decrease 
in production— and the reduction in quantity consumed. 

The typical situation would lie somewhere between these ex- 
tremes of zero and infinite elasticity. And in the typical situation a 
part of the incidence is upon the buyer, while the other part is upon 
the seller. The more elastic the demand— other things equal— the 
greater the proportion of incidence assumed by the seller. But other 
things (principally the elasticity of supply) are not necessarily equal. 
When supply is relatively inela.stic— i.c., marginal costs rise steeply 
with an increase of output and fall steeply with a reduction in output 
—the seller is in a position to lower cost markedly by a small decrease 
in sales. This means that the tax is less readily shifted under given 
demand conditions, because although demand may be clastic and 
the price can be only slightly increased by a decrease in sales, this 
decrease in sales will so decrease costs as to leave profit margins 
nearly intact. On the other hand, if the sellers' costs are elastic, shift- 
ing of a larger proportion of the tax under given demand conditions 
will entail greater reduction of output, with serious effect upon total 
profit. This is true because under elastic cost the net income per 

See Figures 9 and 10. 

Assuming that price was not already at the upper limit of demand. 
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unit is typically small, and the seller would likely be better off in the 
long run to maintain his volume of sales at a high level. 

Institutional factors will affect the degree of shiftability of a tax 
on commodities. Among these we mention specifically the coverage 
of the tax and the size of the tax with respect to its customary price. 
Both of these actually affect shifting by their influence upon demand. 
If the tax is imposed within a small geographical area and it is not 
difficult to buy outside the taxed area, it will be relatively difficult 
to shift the tax. When the good is readily available from an un- 
taxed source a rise in price in the taxed area will encourage purchases 
outside. This means that the demand facing sellers in the taxed area 
is relatively elastic, and the resistance to shifting is great. Obviously 
the more insulated the market in which the tax is imposed, the less 
elastic will be the demand.^*® Recognition of the difficulty of shifting 
sales taxes applied in a narrow geographical area has led to adoption 
by many sales tax states of “use taxes.” These impose approximately 
equivalent burdens upon goods purchased outside and brought into 
the taxed area for use. The intent is both to bolster sales tax revenues 
and to eliminate the tax-created competitive disadvantage to the 
home seller. In ^the same manner, taxation of a narrow list of com- 
modities while leaving substitutes untaxed will make forward shift- 
ing difficult. An attempt to increase prices to shift the tax would 
result in defection of buyers to substitutes. 

The size of the tax in relation to its price will have practical 
effects upon its shiftability. When the price of a product has been 
established through long experience as being “customary,” any 
higher price will typically cause significant reduction in the quantity 
purchased. This is but another way of saying that the demand is 
highly elastic (at the moment, at least) at prices higher than that 
which is customary. Under such conditions the seller will be re- 
luctant to increase price in order to shift a small tax, though he may 

It will be noted that we have not said an attempt to shift the tax will make 
the demand more elastic. The demand facing sellers in a given market is a 
schedule of the quantities which will be taken from those sellers at various 
prices, and these quantities assume the existence of similar products available 
in competing markets. Imposition of the tax and subsequent attempts to shift 
it by increasing price will demonstrate the elasticity of demand, but will not 
create it. 
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be forced to attempt to shift a large one simply because it is too 
heavy for him to absorb.^'^ 

Price theory clearly indicates a significant amount of forward 
shifting of taxes on commodities, though how large a part of the 
tax in a given instance actually is shifted will be determined by a 
number of factors varying among different products, different 
markets, and different sellers. It is naive to assume, except as a very 
rough generalization, that the whole tax is always shifted. The 
intense opposition of merchants to the imposition of sales taxes can 
hardly be explained solely in terms of the costs to them of com- 
pliance and shifting; as a group they realize that a portion of the 
incidence typically falls upon them. Nevertheless, though there is a 
good deal of diffusion of incidence and other effects, a tax system 
which depends heavily upon consumption taxes inevitably falls with 
heaviest force upon the class of consumers. Such a tax system, there- 
fore, because the largest share of consumers are in the low income 
classes and the consumption tax itself is proportional, has a re- 
gressive effect in terms of the relation of the incidence to the ability 
of the incidence-bearer to pay. Enthusiasm for sales taxes must be 
catalogued as a retrogression from the principle of tax payment 
according to ability. 

Legal Aids to Shifting Commodity taxes are almost 
uniformly intended by legislators to be shifted forward to con- 
sumers. Recognition of economic and other obstacles to shifting have 
frequently led to inclusion in the law of provisions to facilitate shift- 
ing. One of these provisions is the enactment of a use tax, mentioned 
above, to remove the premium on buying outside the taxed area. 
Another legislative technique employed by some states is to impose 
the tax upon each transaction separately rather than upon the gross 
sales of the seller. The intention is to specify that the tax is a cost of 
sale, not a general cost of doing business, and is to be paid at the 
time of purchase. This may aid in focusing the attention of both 

A special case of this sort arises with small items selling at small prices. A 
sales tax on such an item would infrequently be shifted forward as an addition 
to the price, since it could hardly be sold at retad for 5.2^^; it would more fre- 
quently be shifted through reduction in quality or content. 
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buyer and seller upon the legislative intent that the tax be shifted. 
It may forestall objections by purchasers to addition of the tax to 
price, and impress upon the seller the importance of shifting. To 
facilitate precise shifting, some states have printed or struck off 
“tax tokens” in denominations of one, two, or five mills. This makes 
possible the collection of taxes precisely equal to the rate times the 
base, even with small purchases. The token plan, however, is not 
widespread; it adds to the cost of administration and is inconvenient 
to purchasers. The usual method is simply to assess the tax to the 
nearest cent at the time of purchase.^^* 

Finally, in a few states the sales tax law specifically requires that 
the whole tax be shifted forward to the consumer. The intent of such 
a provision goes beyond the requirement that ( say ) two per cent be 
collected in addition to the price at the time of sale. For although a 
“tax” is collected it is perfectly possible for it to be absorbed by the 
seller in the form of a selling price lowered by the amount of the tax. 
Thus the price plus tax may be no higher than the price would be if 
there were no tax. If such were the case the tax would not be shifted. 
A legal requirement that the tax be shifted would appear to be 
difficult of enforcement. It is intended, however, to avoid granting 
any competitive advantage to the seller who might hope to attract 
business by absorption of some part of the tax. 

Ohio employs the schedule plan in accomplishing collection of the precise 
amount of the tax, but in so doing applies varying tax rates. The schedule of 
tax liability is: 

On purchases of $.09 to $.40, one cent tax. 

On purchases of $.41 to $.70, two cents tax. 

On purchases of $.71 to $1.00, tliree cents tax. 

On larger purchases, tliree cents per dollar plus the schedule above on 
amounts above the full dollar. 

If such a schedule were employed and tlie slate were then to collect from the 
seller at a flat rate of his gross sales, the amount of tax paid by consumers 
mi gilt differ considerably f/om tlie amount received by the treasury. To avoid 
sucli differences the seller is required to buy sales tax receipts in various 
denominations from the treasur)'; on collecting the tax on a transaction the 
seller is required to present the stub of a tax receipt to the buyer, retaining a 
part for himself. Such cancelled receipts retained must then be forwarded to 
the treasury for accounting purposes. If a receipt previously purchased by the 
seller is cancelled each time the buyer pays a tax, the whole amount of the tax 
collected must he paid to the state. 
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THE CASE FOR THE SALES TAX 

We have seen that frantic search for new revenues re- 
sulted in a large crop of state commodity taxes— both excises and 
sales taxes— during the decade of the nineteen-thirties. During the 
same period there was strong agitation for adoption of a federal sales 
tax. Again during 1942 and 1943, when government sought additional 
revenues, the federal sales tax drive became intense. Although the 
intensity of the agitation for federal adoption has diminished with 
the end of the war, it is still strong in some quarters. Two objectives 
appear uppermost in recent agitation: to provide revenues for war 
debt reduction, and to reduce the burden of federal income taxes. 
But though agitation for a federal sales tax virtually disappeared 
with the choice to tax incomes more heavily, the sales tax has since 
the war again become a lively issue among the states. High postwar 
price and wage levels have sent the states on a new search for new 
revenues, and the sales tax is again a formidable contender. The 
choice appears to be principally between sales and income taxes, and 
justifies careful analysis of the case for the sales tax. 

Professors Haig and Shoup have pointed out after investigation 
that the most vocal opposition to the adoption of sales taxes by the 
states has come from retailers.-^ This is not surprising, in view of the 
typical absorption of a portion of a retail sales tax (the type most 
widely used) by the retailer. In addition, however, a large share of 
the costs of collection and nearly all of the considerable cost of com- 
pliance with the provisions of the law fall upon the seller. Two other 
classes— consumers and labor- have shown weak opposition in view 
of the tax obligation which they bear under a sales tax. Weakness in 
opposition on the part of consumers is not surprising, as they have 
seldom been effective in impressing their interests upon legislators. 
Haig and Shoup account for labor’s weak opposition on the grounds 
that, during the early thirties when the issue was being decided, 
labor was comparatively impotent, and that since in most states the 
revenues to be raised were largely destined for education and un- 
employment relief, it would have been difficult for labor to have 
effectively opposed enactment of the tax. 

The Sales Tax in the American States, New York, Columbia, 1934, pp. 16-24. 
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The groups principally agitating for state sales taxes during the 
thirties were those who stood to gain from a lightening of the 
property tax burden. Specifically, farmers and real estate interests 
were enthusiastic for the sales tax. The authors cited above mention 
as vocal proponents the highway transportation interests, who feared 
‘‘diversion” to emergency use of the large highway fund revenues 
when general funds were unable to support general functions. The 
supporters of a federal sales tax have generally been those who see 
in the sales tax a possible opportunity for reduction of steeply pro- 
gressive and high income tax rates— principally incorporated busi- 
nesses and individuals in the high personal income brackets. In 
addition, there are those individuals who favor a federal sales tax on 
grounds of objective tax theory, while others, from desperation over 
the magnitude of the public debt and the belief that existing taxes 
cannot be pushed further, accept the sales tax as a last necessary 
resort. 

Ignoring the fact that much agitation for adoption of a sales 
tax is motivated by the desire to transfer existing or future tax 
burdens lo some other group, the case for the tax runs in terms of the 
following: 

1. The stability of commodity tax revenues. 

2. The relatively low cost of collection. 

3. The regressiveiiess of the tax. 

4. The sumptuary possibilities in the tax. 

5. Its ability to produce revenue immediately. 

6. Its promotion of tax-consciousness. 

1. Stability of Revenues Sales tax revenues are 
generally considerably more stable than are income tax revenues. 
The level of consumption is more stable over a period of time than 
is the level of income,'*^ and thus the base of the consumption tax 
is more stable than that of the income tax. In addition, while the 
consumption tax is proportional the income tax is typically progres- 
sive. Fluctuation in the income base results typically, therefore, in 
even more violent fluctuation in income tax revenues. This is true 

Ibid. 

See Figure 1. 
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because an increase in national income means some increase in 
average individual incomes, making many individual incomes sub- 
ject to higher rates in the progressive schedule. The reverse is true 
when national income falls. From the purely revenue point of view, 
ignoring the principle of ability to pay and the burdensomeness of 
the tax system, an advantage exists for the sales tax. On the other 
hand, it would be incorrect to assume that commodity tax revenues 
are highly stable in an absolute sense. Federal excise revenues in- 
creased by approximately 300 per cent between 1933 and 1941, 
though there was little change in the excise list. And although it is 
impossible to demonstrate the instability of sales tax revenues ac- 
curately by comparing revenues actually received (because of 
frequent changes in the extent to which sales taxes were used), 
the level of total consumption in the economy increased by ap- 
proximately 50 per cent between 1920 and 1929 and fell by approxi- 
mately 20 per cent between 1929 and 1932.'*^ 

From the point of view of general economic well-being, stability 
of revenue is on balance highly undesirable. For stability of revenues 
means that tax hardens rise as incomes fall and fall as incomes rise. 
The consequence of such behavior to the levels of income and em- 
ployment will be clearly evident to readers of earlier chapters in 
this book.^^ If fiscal policy is to be integrated into general economic 
policy, controlled instability of revenue is a virtue and not a vice. 

2. Cost of collection It is commonly assumed that 
the sales tax “collects itself," and thus involves relatively slight cost 
of collection. If so, this would be a real merit of the tax. Apparently, 
however, so far as available figures show, the sales tax is relatively 
costly to administer. On the basis of experience in the several states 
employing retail sales taxes, it has been concluded that, “It appears 
to be generally true that a 3 per cent [sales] tax can be administered 
for less than 2 per cent of the revenue; a 2 per cent tax can be 
administered for less than 3 per cent of the revenue; and a 1 per cent 
tax can, on the average, be collected for a little more than 3 per 

Ohio sales tax collections varied between $40 million and $63 million per year 
during the period 1937-41. Cf. Hearings, House Committee on Ways and 
Means, Revenue Revuion of 1942, Vol. 2, p. 1788. 

Specifically, Chapters 4 and 5, 
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cent of the revenue ” Since most retail sales taxes now in use by 
states apply a 2 per cent rate, we select for comparison with other 
taxes an average cost of collection just under 3 per cent of revenues. 
It must be borne in mind, however, that this represents only the 
cost to government of administration. Actually the cost of collection 
and compliance which is imposed upon the seller may be greater 
than that of administration by the state. 

Comparison of various taxes in terms of their administrative costs 
is likely to be quite unsatisfactory and inaccurate, since it is fre- 
quently impossible to allocate administrative expense to particular 
tax measures. Investigations have led to estimates that in the few 
areas studied the costs of administration of the property tax range on 
the average from 2 per cent downward. The cost to property- 
owners of compliance with the tax is of course extremely small. The 
Secretary of the Treasury reports that for fiscal 1945 the administra- 
tive costs of the Bureau of Internal Revenue were 3/10 of 1 per cent 
of the revenue collected. Of the nearly $44 billions in revenue, nearly 
80 per cent was income and profits tax. As in the case of sales taxes, 
a considerable portion of total '‘costs” of collection fall upon those 
responsible for withholding taxes from wages and other incomes. 

In view of the scarcity of dependable figures it is impossible to 
arrange the various tax measures in order of the expensiveness of 
their collection and administration. It does appear, however, that 
so far experience does not show the sales tax to possess any marked 
advantage in this respect. It has frequently been suggested that 
should the federal government adopt a sales tax it should be 
collected at the wholesale level. Should this be done the cost of 
collection and administration would probably be lower than is 
typical for state retail sales taxes.''*'^ 

Quoted in Twentieth Century Fund, Studies in Current Tax Problems, 1937, 
p. 128, from Sales Taxes: State uy. P'cderal, research report prepared for the 
Interstate Commission, on Confiieting Taxation. 

Some few states allow the seller to withhold a small part of his tax liability as 
payment for performance of the collection function. Illinois and Arkansas allow 
approximately 2%; Missouri 3%; Michigan $600 per year. Blakey, op. cit., p. 12. 
Studies in Current Tax Piohlcms, pp. 120^. 

Generally, the larger the revenue and the broader the application of the tax, 
the lower the percentage cost of administration. Even a federal retail sales tax 
would probably be more efficiently administered than are state sales taxes. 
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3. Regressiveness of Sales Taxes Although technically 
a proportional tax, the sales tax, whose incidence falls principally 
upon consumers, is regressive with respect to the personal income 
from which the tax is paid. The reader may well wonder that re- 
gressiveness is regarded as a virtue, in view of general acceptance 
of ability to pay as the proper basis for allocation of the tax burden. 
Those who favor sales taxes because of their regressiveness do so 
upon the presumption that the tax system is already too steeply 
progressive,^® and requires counterbalancing by taxes which fall 
heavily upon lower incomes. The argument is obviously founded 
upon an assumption that income tax rates are too steeply progressive 
in terms of ability to pay. This assumption is not subject to proof- 
one way or the other— and is essentially a matter of opinion. If we 
accept this assumption there is still little logic in enactment of a 
regressive sales tax to counterbalance overenthusiastic application 
of progression in the income tax. If this is used as an argument for a 
federal sales tax, it has little force. For the legislative body which 
would accept the sales tax has legislative authority over the rates of 
income tax. If, therefore, income tax rates are too steeply progressive, 
the logical step is to make this progression more gradual, either by 
lowering rates at the top, by raising rates on lower incomes, or by 
lowering personal exemptions. The argument has more force as 
applied to the states (assuming federal taxes to be too steeply pro- 
gressive). For state governments can do little to bring about change 
in federal tax rates, and may thus more reasonably adopt for them- 
selves new taxes which in their judgment round out a system whose 
incidence is reasonably allocated according to ability. 

4. Sumptuary Possibilities There are circumstances 
in which it is desired to curb consumption. During a war period, 
for example, the scarcity of consumption goods relative to consumer 

Cf. testimony of F. R. Fairchild before Committee on Ways and Means, 
Revenue Revision of 1943, p. 639, “Wliat we now need to counterbalance 
these strictly progressive taxes on incomes, estates, and so forth, is some tax 
of the other sort, so that the balanced picture may give us a reasonably well- 
rounded tax system.” Also, “This regressive distribution of the burden of the 
[sales] tax would not be material so long as the rate of the tax was low and 
would be counterbalanced by the highly progressive distribution of the federal 
personal income and estate taxes.” (Report of the Connecticut Special Tax 
CoTfimission of 1933, p. 583.) 
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purchasing power led to agitation for the type of revenue measure 
which would directly discourage consumption by raising the prices 
of goods. This approach, however, imposes a system of rationing 
scarce goods based upon the ability to pay high prices, and places 
the burden of reduced consumption upon those individuals whose 
incomes do not rise significantly. It is quite evidently more just to 
drain off excessive consumer purchasing power by income taxation, 
and to guarantee fair distribution of scarce goods by a non-fiscal 
system of rationing. The sumptuary argument for consumption taxes 
generally errs in assuming that all individuals participate equally in 
a rise in consumer incomes. 

5. Immediate Revenues One of the more popular 
arguments for the sales tax points to its ability to produce revenue 
in a very short time after enactment. This is generally a very desir- 
able characteristic of a tax. Payment of an annual tax in small 
amounts through the year is generally less burdensome upon the 
taxpayer. And as we have seen, counter-cycle tax policy clearly im- 
plies the use of taxes whose effects are immediately felt. When it is 
realized, however, that the issue is generally between sales taxes and 
income taxes, this advantage for the sales tax is seen to have dis- 
appeared with successful employment of the current tax payments 
provision in the federal income tax. 

6. Tax-consciousness It is of course desirable that 
the taxpayer in a democratic society be aware of his contribution to 
the revenues of government. Income and property taxes accomplish 
tax-consciousness to a high degree. The argument is thus primarily 
defensive in nature when used in support of the sales tax. It is 
probable that a retail sales tax, as usually employed by the states, 
is productive of as much tax-consciousness as are income and 
property taxes, and all are preferable in this regard to selective 
excises.'^® 


COMPENSATORY POSSIBILITIES IN THE SALES TAX 

Unintended Economic Effects The combined federal, 
state, and local tax system in the United States has not resulted from 

On the other hand, if a sales tax is collected at the production or wholesale 
level it almost inevitably becomes one of the “hidden taxes/' producing rela- 
tively little tax-consciousness. 
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any coordinated attempt to frame a complete system based upon 
a single theory of the proper allocation of tax burdens. Rather it has 
grown in an opportunist manner largely driven by the desire to 
raise additional revenue. Its over-all economic effects may therefore 
be characterized as unintended. The principal items in the system 
are the federal income tax, the local property tax, and the federal 
and state excises and sales taxes. The federal income tax, whose 
incidence is generally upon those upon whom it is levied, is markedly 
progressive in rates. The incidence of property taxes is highly 
diffused; a considerable amount of backward shifting (capitalization) 
occurs, while the remainder not shifted backward may be shifted 
forward when property is used for business purposes, though this 
is not the case when property is used for consumption. The 
incidence of sales taxes and excises is principally upon consumers 
of taxed products; such taxes are thus generally regressive in effect, 
owing to the fact that expenditure for taxed items consumes a larger 
portion of low than of high incomes. 

Table 33 below indicates the relative importance of the three 
types of tax mentioned above for selected years to 1938. 


TABLE 33 Combined Federal, State, Local Tax Revenues 
($ millions) 


CLASS OF TAX 

1902 

1913 

1930 

1938 

Property Taxes 

Income, Inheritance, Gift, 

$ 707 

$1,440 

$ 4,959 

$ 4,745 

Corporation Taxes 

29 

77 

2,866 

4,107 

Consumption Taxes “ 

Payroll Taxes 

651 

859 

2,600 

4,478 

1,502 

Total Taxes 

$1,387 

$2,376 

$10,425 

$14,832 

“ Includes motor vehicle licenses, 

specific excises, customs 

and sales 

taxes. 


The degree of progression or regression in the whole tax system 
cannot be seen from the figures in Table 33. We see that all of the 
three general categories of taxes contributed approximately equal 
amounts in 1938, though these figures must be combined with 

Reproduced from p. 129 of Fiscal Policy and Business Cycles, by Alvin H. 
Hansen, by permission of W. W. Norton and Co., Inc. Copyright, 1941 by the 
publishers. 
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figures of income distribution before they can indicate comparative 
burdens upon income classes. The rapid growth in recent years of 
income and consumption tax revenues is, however, significant to 
our study. 

Table 34 presents statistical information somewhat more to the 
point of our present analysis. 

TABLE 34 Taxes and Savings as per cent of Income per Consumer 
Unit, 1938-39 


AVERAGE INCOME PER 

CONSUMER UNIT 

SAVINGS AS PERCENT 

TAXES AS PERC 

(Income Class) 

OF INCOME 

OF income' 

$ 346 

—21.4 

22.0 

847 

1.6 

17.9 

1,381 

5.2 

17.2 

1,929 

5.8 

17.6 

2,689 

9.6 

17.0 

4,121 

17.0 

16.3 

7,749 

29.4 

15.1 

13,000 

35.8 

17.8 

20,333 

36.9 

22.0 

51,259 

42.2 

31.3 

$ 1,705 

11.7 

11.7 


“ Does not include corporate income taxes. Inclusion of such taxes ( obviously 
desirable for a complete picture) would raise somewhat the percentage of 
income paid in taxes by those at the higher income levels. Colm estimates that 
the percentage for the top income class would be 37.8 instead of 31.3 if 
corporate income taxes were included. 


The most significant facts to be observed in Table 34 are the re- 
gression of the tax system as it affects the lowest incomes, rough 
proportionality of tax burdens among the middle incomes, and mild 
progression applied to the highest incomes. A tax system which 
applies an over-all rate of one-fifth to the smallest incomes and one- 
third to the highest can hardly be characterized as a steeply progres- 
sive system. The implications of these facts are clear. The tax system 
was not, just prior to the recent war, based upon the principle 
of ability to pay. It bore extremely heavily upon consumption. 

From Gerhard Colm, Who Pays the Taxes? Temporary National Economic 
Committee Monograph No. 3, 1941, p. 30. 
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principally through the excise and sales taxes. In the case of the 
lowest income class appearing in the table, taxes paid were almost 
identical in amount with negative savings. This implies that con- 
sumption was cut to minimal limits, and that taxes were paid out of 
previous savings, borrowed funds, or gifts. In any case, the long-run 
effect is to depress the level of consumption in the lower classes. 
It is quite obvious that a rise in the level of consumption— imperative 
for the long-run stability of employment at a high level— can be ac- 
complished only over major tax obstructions unless the impact of the 
tax system is given major adjustment. The particular offenders in 
this respect are state and local governments; although the federal 
government does collect heavy commodity tax revenues, its excise 
list is heavily weighted with semi-luxury items. 

Commodity Taxes as Intentional Compensatory In- 
struments As a matter of long-run policy to encourage a high level 
of income and employment, the effect of commodity taxes is strongly 
deterrent. There are only very limited cyclical situations in which 
they may be used without injury. Professor Hansen claims that they 
may be properly employed to apply brakes to consumption during 
boom periods when productive resources are fully utilized and 
further consumption pressure can only induce inflation. This position 
appears more attractive at first glance than upon closer analysis. The 
alternative to commodity taxes is adjustment in personal income 
taxes, and their relative merits for counter-boom purposes will 
depend upon several factors."^^ 

Professor Shoup claims for the sales tax the following particular 
advantages over the income tax in preventing inflation during a 
boom. In the first place the sales tax is likely to encourage overtime 
work somewhat more than is the income tax. The advantage here is 
that some elasticity in the labor supply is provided, and absolutely 
full employment is reached only at a later time. The reasons why 
an income tax may be somewhat more discouraging of overtime 
work is that the individual may avoid a part of the tax by reducing 
or failing to increase consumption, while he is certain that an in- 

^“This question has been analyzed in great detail by Carl Shoup, Taxing to 
Present Inflation, New York, Columbia, 1943, p. 92 ff. Much of what follows 
is taken from Shoup’s study. 
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crease in weekly pay will involve withholding of a larger income tax. 
Actually it is doubtful that either a sales tax or an income tax w ill 
seriously deter the worker from accepting a reasonable amount of 
overtime work. In the second place Shoup concludes that a sales tax 
is less likely to induce laxity in management during a boom period 
than is an income tax. The point here is that with managerial wages 
and profits high in a boom period, additional effort to procure 
higher income will mean higher rates of personal income tax, and 
after a point the added income after high taxes does not warrant 
the added effort required. Finally, the sales tax allows for regional 
variations in the cost of living, whereas the income tax does not. 
Thus, the sales tax tends to raise the cost of consumption by ap- 
proximately the amount of the tax,^^ and regional differences are 
maintained. On the other hand, income tax exemptions are fixed 
for the nation as a whole, without adjustments to differences in the 
cost of living. In so far as this advantage of the sales tax exists, it is 
applicable to any phase of the business cycle.^^ 

By comparison with the income tax, the sales tax is inferior to 
the income tax for a number of reasons. First, it is hardly desirable 
to discard the principle of ability to pay even in a boom period. 
Not all consumer incomes share equally in the boom; many incomes 
remain fixed over long periods. This being the case, the ability of 
the income tax to exempt completely a minimum standard-of-living 
income is decidedly in its favor. And the possibilities in the income 
tax for the practice of progression establish a clear preference for it 
in any phase of the business cycle. For no policy of compensatory 
taxation can logically attempt to combat booms by imposition of 
severe burdens upon those of low and fixed income. It postulates that 
the upward pressure upon prices arises uniformly from all income 
classes, which is far from true. Quite obviously the pressure arises 
from demand on the part of those individuals who are anxious to 
increase purchases by the expenditure of income in excess of that 
required to maintain their standard of living. Heavy taxation of 

In a boom period it is generally possible to shift a larger part of a consumption 
tax forward, as demand is high and rising. 

Shoup lists other potential advantages of the sales tax. They are ignored here 
because to the writer they appear of very minor significance among a list of 
advantages which altogether present a weak case for this type of tax measure. 
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income in excess of that required to provide an accepted standard 
of living is far preferable to taxing all dollars of expenditure equally. 

There is a further set of considerations concerning the type of 
tax jmost useful to combat inflation. Certainly the cost of living has 
come to represent an important datum in the field of wage bargain- 
ing. The boom period is that in which organized labor is particularly 
successful in realizing its demands. It is quite generally agreed that 
the power to extract higher wages when the cost of living justifies 
them is greater than the power to exact higher wages to offset 
increased income taxes. Since this is the case, commodity taxes are 
more likely, by increasing the cost of living, to bring about higher 
wages and thus to encourage a more rapid upward movement in 
prices. Comparable to the situation in the wage field is that in the 
field of agricultural prices. The “parity formula” has become 
generally accepted in the American economy, justifying a rise in 
agricultural prices when other prices rise. It is almost inevitable, 
therefore, that unless agricultural conditions and policies revert to 
those prior to 1933, a tax increase in prices generally would en- 
courage further rise in farm products. If this is a reasonable expecta- 
tion then the sales tax would become a far more potent instrument 
for promotion of inflation in agricultural products (and thus in- 
crease the cost of living and the cost of many industrial raw 
materials) than would the income tax. Commodity taxes are thus 
inflationary in boom periods, both because they are immediately 
added to prices, and also because they carry the seeds of further 
cost and price increases. This characteristic, combined with the fact 
that consumption taxes ignore the principle of ability to pay, 
establishes a strong case for preference of the income tax as the 
effective fiscal instrument for combating inflation. The merits of 
sales taxes exist in the area of pure revenue considerations— in their 
ability to produce large and relatively stable revenues. But these 
revenue considerations are frequently in fundamental conflict with 
compensatory objectives. What are required for compensatory use 
are revenues which rise and fall in a controlled manner, which 
create strong impact when the brakes are to be applied and can be 
markedly lightened when encouragements to consumption and in- 
vestment are in order. The sales tax possesses fewer of these elastic 
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qualities than do specific excises, but both are distinctly inferior to 
^e income tax in this respect. 
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CHAPTER 21 


DEATH AND GIFT TAXES 


Death taxes are imposed upon the occasion of transfer 
of property at death. Under a system of private property it is almost 
inevitable that the individual possess some right to determine how 
his property shall be distributed upon his death.^ In a primitive or 
thoroughly communized society, where property ownership resides 
in the group or society, the death of a member would involve no 
transfer of property ownership, since during his lifetime he was only 
using property of the society. The institution of private property, on 
the other hand, implies private right to the use and to the distribu- 
tion of property, both during life and at death of the owner. How- 
ever, the right to property is not a natural right; it is a creature of 
the social and legal system, and thus is legally established by com- 
mon consent. There may be, and frequently are, established legal 
limitations to the rights of bequest and inheritance. A system of 
primogeniture may exist within a society in which prop(Tty is re- 
garded as individual; the system clearly limits the rights of bequest 
and inheritance. In many modern states the right of bequest is 
limited by standing legal claims of widows and children to some part 
of the property of the deceased father. Death taxes themselves are 
a recognition of a legally enforceable claim of the state against 
private property transferred at death. 

The transfer of property in an organized society must take place 
under the aegis of government. This is merely an extension of the 
governmental function of protection, and is an essential feature of 
the distribution of estates according to the wishes of decedents and 

* See G. D. H. Cole, “Inheritance,” Encyclopaedia of the Social Sciences, 

494 
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the existing laws of inheritance. It is upon the occasion of distribution 
that government presents its tax claims. Two types of death taxes are 
in use. One is the estate tax, imposed upon tiie estate before dis- 
tribution to lawful heirs. The other is the inheritance or succession 
tax, using as its base the distributive share to the individual heir. 
Much controversy has raged over the relative merits of the two 
types. We shall have occasion to take note of the issues in this 
controversy as we discuss the theory of the death tax. 

THEORIES OF DEATH TAXATION 

Death taxes are among the oldest of tax measures.^ 
During their long history they have not wanted for theoretical 
justification. Indeed, almost every conceivable tax justification has 
been used at one time or another. 

1. Benefit The benefit theory as applied to death 
taxation calls attention to the service which government performs in 
guaranteeing the distribution of estates to lawful heirs according 
to the wishes of the decedent. And when no will exists government 
arranges for distribution of the estate according to society’s wishes 
as expressed in the statutory provisions governing such circum- 
stances. According to this theory, the tax is a payment to government 
for performance of this service. The benefit theory, however, hardly 
recommends itself beyond the justification of a probate fee. In 
modern times, when death taxes typically are imposed in addition 
to collection of probate fees, and are generally progressive in rates, 
the benefit principle falls far short of representing an adequate 
theoretical base for the tax. 

It has frequently been asserted that since the laws of inheritance 
are state laws, and since the orderly distribution of estates at death 
is a function of an agency of state government, death taxes are 
‘naturally” state taxes. By this reasoning, federal taxation of estates 
or inheritances is regarded as an invasion of a revenue field which 
belongs to the states. This can be regarded as acceptable only to 
the extent that the tax is based upon the benefit principle, and the 
inadequacy of the benefit principle as a justification for modem 

^ See William J. Slniltz, “Iiiliriilance Taxation,” Encyclopaedia of the Social 
Sciences, for a brief history of these taxes. 
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death taxes implies similar inconclusiveness of the argument that the 
tax belongs to the states. 

2. State Partnership A theory of minor importance 
advanced in justification of death taxes is that which claims that 
government is inevitably a passive and silent partner in the creation 
of all value. ^ This being the case, gtfvernment is rightfully a major 
claimant in the distribution of estates, on grounds that what actually 
belongs to government cannot logically be given away by the 
decedent. Such a theory can hardly be tenable as justification for 
modern death taxation. If acceptable, it is equally applicable to in- 
come taxation, and if used to justify income taxation it cannot 
logically be used again in justification of a death tax. Furthermore, 
modern practice of exempting minimum estates and inheritances 
from taxation and application of progressive rates to those taxed do 
not appear to reflect the partnership principle. If government is a 
partner in the creation of wealth and property rights, it contributes 
to the creation of small as well as large estates. And it is un- 
clear how the partnership theory can account for the taking by 
government of a larger portion of a large than of a small estate, or 
how it justifies sharing by the governmental “partner" in gains but 
not in business losses. 

3. The Back-tax Theory This theory regards the 
death tax as an instrument for collecting taxes due but evaded by 
the decedent during his lifetime."^ It has had particular reference to 
the evasion of property taxes, since in the United States the death 
tax was an early instrument of the states and the principal state 
tax at that time was the property tax. Recognition of the consistently 
high degree of property tax evasion has added support to the theory. 
However, as Seligman points out, death taxes have been imposed 
upon all types of property making up the estate or inheritance, 
whereas there has been relatively little evasion of the real property 
tax. Logically, therefore, if the death tax represents a final account- 
ing for unpaid property taxes it should be limited almost exclusively 

^ Andrew Carnegie is reported to have said, “The American republic is the 
partner in every enterprise where money is made honorably.” (E. R. A. 
Seligman, Essays in Taxation, 8th ed.. New York, Macmillan, 1913, p. 129 n. 

^ Cf. Seligman, op. cit., p. 135. 
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to personal property. It is, of course, absurd to assume that large 
estates can be accumulated only through evasion of property (or 
other) taxes, and that therefore the existence of an estate is prima 
jade evidence of earlier tax evasion.® 

4. Ability to Pay The generally accepted principle 
justifying the taxation of tranrfers of property at death is that of 
ability to pay. It asserts that the inheritance of property places assets 
in the hands of the receiver which create an ability to contribute to 
government distinct from the ability to pay other taxes. This is un- 
doubtedly true in the majority of cases, and the establishment of a 
minimum inheritance exempt from taxes can provide for those cases 
of need. With respect to inheritance, ability to pay taxes per dollar 
received progresses in two directions. Other things equal, the larger 
the inheritance the greater the capacity to pay per dollar, as the 
sacrifice involved in giving up a given portion of the marginal dollar 
inherited decreases as the number of dollars received increases. In 
addition, the capacity to pay taxes from an inheritance varies with 
the extent to which the heir has depended upon its receipt. Pure 
windfall inheritances of a given amount possess very high capacity 
to pay per dollar received compared to inheritances of the same size 
received by dependent widows and children. 

The ability principle thus points to progression of death tax 
rates in two directions: with increase in the size of the estate or 
inheritance, and with greater distance in relationship between the 
testator and the heir. With respect to the latter, many states classify 
heirs into at least three classes. Class A or “direct” heirs include 
spouse, children, parents, grandparents, and grandchildren, and 
enjoy high exemption and relatively low (though progressive) rates. 
Class B or “collateral” heirs include brothers, sisters, cousins, uncles^ 
aunts, and children-in-law; both lower exemptions and higher (pro- 


^ There are in existence special taxes imposed at death whose function is that of 
collecting previously evaded taxes. An example is the Connecticut “Estate 
Penalty Tax,'’ which requires prohate judges to report the items of property 
in estates which have paid local property taxes during the last taxing period. 
A special penalty tax is imposed upon those items upon which a property tax 
was due but unpaid. Such a special tax is to be regarded as a measure to im- 
prove enforcement of the property tax, and not as a tax on the transfer of 
estates at death. 
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gressive) rates are applied to this class. The highest (progres- 
sive) rates and lowest exemptions are applied to Class C heirs 
or “strangers,” which category includes all heirs not related by blood. 
It is, of course, possible to create a larger or smaller number of 
classes and to vary the definitions of the typical classes indicated 
above. The classification, however, results from the economic fact of 
greater ability to pay per dollar of inheritance by those who are not 
normally dependent upon the inheritance as a substitute for in- 
come. 

It is the desire to tailor the tax to ability to pay which has led 
to quite general enthusiasm for the inheritance tax as opposed to the 
estate tax. The latter is much more simple to administer, since it 
involves none of the complications such as life interests and con- 
tingent estates. The valuation for tax purposes of such special or 
deferred inheritances creates difficult problems of administration, 
frequently withholding inheritances from lawful heirs for long 
periods of time while the administrative machinery is in operation. 
Supporters of the inheritance tax believe this a small price to pay 
for a tax measure which lends itself to far greater precision in ad- 
justment to ability to pay. It is true that two estates do not possess 
the same capacity to pay when one is granted wholly to a single heir 
while the other is divided among several. For ability to pay reflates to 
the heirs and not to the estate, and to apply progression to the* estate 
before division is at best but a rough and ready a])plication of the 
ability principle. An estate tax thus ignores the important datum of 
ability of the heirs to pay taxes, both as to size of inheritance and as 
to relationship to the decedent. 

On the other hand, a realistic view of how the inheritance tax 
operates raises several questions concerning the actual conformance 
of its burdens to ability of individual heirs to pay. In the majority 
of cases there is no practical difference in the (effects of the two tax 
measures, for most commonly estates are passed d^'rectly to the 
surviving spouse. Under such circumstances an inheritance tax is in 
effect an estate tax. When estates are divided into shanks and dis- 
tributed among several heirs, it is supposedly the merit of the 
inheritance tax that it can impose upon each heir a tax which 
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measures his peculiar ability.® Unfortunately, however, the testator 
may by his own choice ( or lack of it ) defeat the laudable purposes 
of the inheritance tax. Although it is true that inheritance taxes are 
generally paid out of each distributive share ^ the testator generally 
has full knowledge of the impact of such taxes upon the various heirs, 
and can adjust his contributions to take account of them. 

For example, suppose a testator expects to have a net estate 
(after payment of debts and expenses, but not taxes) of $50,000, and 
that the inheritance tax allows an exemption of $30,000 for direct 
heirs and none for “strangers.” ® He wishes to leave the bulk of his 
estate to his widow (his only direct heir) but would like to leave 
something to his secretary and to the widow of his former business 
partner. Let us suppose that if there were no tax he would choose to 
leave $40,000 to his wife and $5000 each to the two “strangers.” But 
on investigation of the inheritance tax law he finds that under such 
a distribution his widow would pay taxes of $200 (2 per cent on the 
excess above the exempt minimum), leaving her $39,800. Each of the 
others, however, would pay 10 per cent without exemption, or $500, 
leaving $4500. Confronted with this situation, it is conceivable that 
he will provide $5555 to each of the “strangers,” so as to give each 
$5000 after taxes. The consequence of this is a reduction in his 
bequest to his widow to just under $39,000. Obviously, some violence 
has been done to the notion that the inheritance tax can measure 
accurately the ability to pay of each heir. The effect of the differential 
rates and exemptions has been to throw the whole burden of the tax 
upon the widow. The “stranger” has after tax the amount he would 
have had if there were no tax, while the widow— whose ability to 
pay per dollar of inheritance is regarded as considerably less— has 
borne the whole burden. The point to be made, however, is only 

^ This means his peculiar abiliW only with respect to his inheritance, and not 
with respect to his over-all asset position. It is hardly conceivable that any 
death tax not completclv integrated with an income tax could measure the 
whole ability to pay of the individual. 

Cf. T. W. Chrystie, “Division of Death Taxes Among Beneficiaries,” Pro- 
ceedings. National Tax Association, 1939, p. 411. 

® These exemptions are approximately those effective under the Michigan in- 
heritance tax law operative in 1946. 
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illustrated by this example; it does not depend upon the figures and 
actions assumed. The point is that, when we say the inheritance tax 
implements the ability to pay principle more precisely than does the 
estate tax, we assume no power of voluntary vitiation or qualification 
by the testator. That this assumption is unreal would be attested by 
those whose profession brings them into the confidence of testators.® 
We find, therefore, that the supposed economic merit of the in- 
heritance tax is or can be very largely imaginary. 

Though death taxes are frequently quite imperfect in precise im- 
plementation of the principle of ability to pay, it is nevertheless true 
that the ability principle constitutes the major modern theoretical 
justification of them. By any measure, ability to pay taxes does arise 
out of the institution of inheritance. This personal ability is quite 
distinct from that arising out of the receipt of recurrent income, and 
justifies the separate employment of the principle as the theorefical 
basis for both taxes. 

5. Redistribution of Wealth Death taxes are imposed 
at the time of transfer of property at death; the tax base is the 
property itself, and the rates applied are frequently high enough to 
take considerably more than the current income from the estate. 
Clearly, therefore, the death tax is intended to be a tax on wealth. 
A long-standing and widespread criticism of the private property 
economy is that concerning its propensity to create highly unequal 
incomes and highly unequal distribution of economic power. It is 
generally agreed that the development of an industrial economy 
requires the accumulation of large quantities of capital, and that this 
capital is formed primarily from the savings of those larger income 

^ It is not meant to imply that this qualification entirely vitiates the supposed 
advantages of the inheritance tax, nor that for the reasons indicated above the 
estate tax is better tailored to ability to pay. Experience seems to show that 
practical factors very frequently shift the whole burden of the estate tax 
on to those least able to bear it, although it is generally assumed that all 
heirs share proportionally in the estate tax. Chrystie {ibid.) finds that in 
general . Estate taxes, whether federal or state, which are imposed upon 
the entire net estate as one unit, are to be paid out of the residuary estate.” 
Since in practice specific grants are generally given to collateral heirs and 
strangers, while direct heirs are made residuary legatees, the tax sacrifice does 
not fall proportionally uptJn all heirs but most heavily upon those to whom the 
sacrifice per dollar is greatest. 
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receivers whose propensity to consume is relatively low. On the other 
hand, the consequences in terms of welfare of highly pnequal in- 
comes are so serious as to raise questions in the minds of many as to 
whether a system which produces so much inequality can justify 
its continued existence without the introduction of measures to 
mitigate its evils. The radical point of view would favor major or 
complete elimination of the private property system. The reactionary 
point of view insists that with all its inequalities the situation of even 
those least favored by the system is better than it would be under any 
alternative system. The liberal, middle point of view in general 
favors the retention of the basic outlines of the private property 
system, but would introduce measures to mitigate the serious con- 
sequences of maldistribution of wealth and income. 

Traditionally the objection to wide inequality has been based 
upon a concern for the welfare of those least favored by the system. 
As such, it is based upon moral and ethical considerations, and in 
its less radical forms has advocated such mitigating measures as 
shorter working hours, minimum wages, social security, relief ex- 
penditures, usury laws, excess profits taxes, progressive income taxes, 
and progressive taxes upon property transferred at death. More re- 
cently, however, with the development of the income analysis of 
business cycles and secular stagnation, wide inequality is condemned 
on purely economic grounds. The newer analysis has emphasized the 
causative relation between the level of consumption and the level of 
national income. Poverty, therefore, is not only socially significant 
because of the low standard of living it creates; it is economically 
significant as an obstacle to economic progress. The importance of a 
high level of consumption in generating a high level of investment, 
income, and consumption argues strongly for a system of distribution 
in which the masses possess sufficient income to maintain high 
consumption. Granting the necessity of saving to finance a rapidly 
expanding economy, and granting that such saving comes largely 
from large incomes, the rate of expansion cannot be maintained 
unless consumption is to continue increasing. When consumption 
ceases to increase the savings of the large income receivers turn to 
hoards, and stagnation sets in.^® 

The influences which promote progress in a rapidly expanding economy in 
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Inheritance is but one among many factors contributing to in- 
equality in the ownership of wealth. And of course inequality in the 
ownership of wealth is but one factor in the inequality of incomes. 
Nevertheless inheritance is sufficiently important to have generated 
a considerable amount of radical and liberal agitation for its elimina- 
tion or qualification. Progressive taxation of estates and inheritances 
has been persistently motivated by the desire to mitigate the recog- 
nized evils of inheritance in its purest form. It would be improper to 
assume, however, that death taxes are designed to make private in- 
heritance impossible. The federal tax on estates has carried fairly 
high and progressive rates, but has allowed generous exemptions. 
The state taxes have generally granted lower exemptions, but have 
applied low rates. Obviously a death tax system which appropriated 
substantially all of every estate to government would, in the 
majority of applications, create real hardship. For in the majority of 
cases estates transferred simply serve to maintain consumption for 
remaining family members at or below the former level. 

The objectives of redistribution of wealth and of taxation accord- 
ing to ability to pay, both of which lie behind death taxation, are 
not in any important way in conflict with one another. In individual 
cases they may conflict, but those cases are relatively few and indi- 
cate the conflict which at times arises from the application of a tax 
measure uniformly to all members of a society whose members are 
in different circumstances. In general, however, it cannot be con- 
troverted that the greater the inheritance, the greater the capacity to 
pay taxes from that inheritance. And the application of a uniform 
set of progressive rates upon inheritances will meet the broad de- 
mands of the ability principle and at the same time mitigate some 
of the results of highly unequal ownership of wealth. 

It is convenient at this point to analyze the observation not in- 
frequently expressed that death taxes, since they are imposed upon 


spite of serious inequality in incomes are principally: (1) population growth, 
(2) new lands, and (3) a high degree of competition accompanied by rapid 
technological change. When population becomes nearly stable, and new lands 
disappear, two major external factors in the expansion of consifmption dis- 
appear. When the economy becomes non-competitive the tendency is toward 
restriction of production and lowering of consumption. 
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wealth, actually decrease the stock of wealth in the economy. The 
observation appears to confuse wealth itself with the ownership of 
wealth. It generally cites the example of a large, closely held corpora- 
tion, which on the death of one of its few large owners must be 
“broken up” to meet death tax obligations. Ignoring whatever legal 
possibilities there may be for avoiding death taxes or avoiding the 
sale of stock to meet tax claims, let us assume that a portion of the 
estate (in shares of stock in the corporation) of the decedent must be 
turned into cash to pay the taxes. If these shares are sold to others 
among the small shareholding group, obviously no destruction of 
capital occurs and no dissipation of ownership occurs, although the 
decedent’s heirs hold a smaller share of ownership than did the 
decedent. But more likely, if the corporation is large and closely 
held, stock must be sold on the market to meet tax obligations. Here 
again, though the number of owners of the corporation is increased, 
no destruction of capital has occurred. And even if the shares must 
be sold at a low price, no destruction of capital in the real 
sense has resulted, though the size of the inheritance after taxes has 
been reduced. Savings of outsiders have replaced savings of the 
decedent in the corporation, and government has taken that portion 
of the decedent’s savings replaced. It would clearly be impossible to 
generalize upon the long-run eflects of such dispersion of owner- 
ship. 

Another observation has been made concerning death taxes, that 
high death taxes tend to dry up the stream of death tax revenue by 
discouraging the accumulation of taxable estates. This is undoubt- 
edly true to a degree. The investment of assets in tax-exempt govern- 
ment bonds to reduce death taxes is a commonplace, particularly 
when taxed investments show little differential in return. Purchase of 
(partially) tax-exempt insurance offers a similar possibility. And 
there are various legal preparations which may be made to avoid 
death taxes, their types and their effectiveness depending upon exist- 
ing law in different localities. Establishment of residence in low-tax 
states is 'sometimes possible; in community property states the 
amount of the estate actually transferred at death may be less be- 
cause of the legal presumption that each spouse was owner of one- 
half of the assets before death; in some states the legal intricacies of 



504 DEATH AND GIFT TAXES 

joint tenancy will reduce death taxes by eliminating transfer of own- 
ership at death; estates may be largely given away before death and 
thus avoid some taxation. Without question— ignoring the possibility 
of secular increase in number and size of asset accumulations in the 
society, and changes in the tax laws— death taxes heavy enough to 
encourage tax avoidance will reduce death tax revenues. 

Should we expect high death taxes to discourage saving? It is im- 
possible to answer the question inductively by reference to observed 
facts. Nevertheless the question is of some importance and when 
answered in the afiirmative has been employed as an argument 
against the death tax. Death taxation is but one— and a minor one— 
of the influences upon the amount of saving. It would appear doubt- 
ful that individuals determine their choices to save or not to save 
during life in terms of estate or inheritance taxes. Small savings and 
even savings of medium size have hardly been touched by these 
taxes, while it is almost certain that the comfort and economic power 
which go with substantial assets during life are far stronger motives 
for accumulation than is the privilege of making large bequests at 
death. If this is true, death taxes would be minor deterrents to 
saving. And it may be observed that in the last quarter-century the 
American economy has suffered far less from under-saving than from 
over-saving. 

INCmENCE OF DEATH TAXES 

The popular but much over-simplified theory of inci- 
dence of the death tax places the whole incidence upon the successor 
or inheritor of the estate. It reasons that since the tax is assessed and 
collected subsequent to the death of the creator of the estate, and 
dead men cannot bear tax burdens, the decedent must be free of all 
incidence. Since there is no vehicle for tax shifting beyond the suc- 
cessor, the total incidence is upon him. Certain easily observable 
facts seem to support this analysis. The net estate is available for dis- 
tribution according to will among designated heirs. Were no tax 
collected, the sum of the shares distributed would be larger by the 


See James K. Hall, “Incidence of Death Duties,” American Economic Review, 
March, 1940, p. 46, for an excellent short discussion of comparative theories 
of the incidence of these taxes. 
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amount of the tax. Therefore the heirs— or at least some of them— 
have contributed the tax from their shares. 

This theory would be wholly acceptable were it possible to as- 
sume that those who create estates during their lifetime either 
(1) take no thought of death taxes, or (2) consistently during life 
save what they can for the purpose of estate-building. 

In many instances these assumptions harmonize with the facts. 
They imply that the prospect of death taxes has no effect upon estate- 
building. There are probably those who are quite ignorant of the 
existence of such taxes, and set an estate goal— usually by purchase 
of life insurance— which is regarded as adequate. And there are 
others who during life are so conscious of their obligation to de- 
pendents that they follow a consistent program of self-denial for the 
purpose of maximum estate-building. Many such persons truly "save 
all they can,” and the weight of taxation, though deplored, does not 
affect the size of the estate before taxes. In such circumstances the 
tax has but one effect— the size of the net estate being given, the tax 
is but a deduction from the shares of the heirs, and the incidence is 
upon them.^^ 

In many other cases, the program of estate-building is condi- 
tioned by anticipation of the death tax. Whenever the objective in 
estate-building is the creation of assets of a given amount after taxes, 
it is to be presumed that the rate of saving during the testator s life- 
time was greater than it would have been without the tax. He has 
not only laid up an estate after taxes for his heirs, but he has also set 
up a fund for tax payment. The additional self-denial required to 
meet the tax represents the burden of the tax. How burdensome 
this incidence is depends upon the intensity of the sacrifice involved 
in additional saving. But the incidence in this case is clearly upon 
the decedent. The assumption that dead men cannot bear tax 

Some would insist that there can be no burden upon heirs, since inheritances 
are purely fortuitous— a net windfall gain. (Cf. Hall, ihid., p. 58.) However, 
“incidence'" does not necessarily mean “burden”: it answers the question,. 
“Who actually has contributed the tax?” The tax may conceivably be con- 
tributed without an attendant burden in the case of an heir whose inheritance 
is entirely of a windfall nature. What he gets is net gain, because he expected 
nothing. On the other hand, the incidence represents negative benefit in the 
sense that he would have had greater windfall gain without it. 
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burdens is not strictly true. As dead men, of course, they experience 
no burdens. But the burden (incidence) can be borne prior to the 
date on which the tax is assessed. We conclude, therefore, that thei 
incidence of death taxes may be upon the predecessor or upon the 
successor, or upon both. When anticipation of the tax has led to 
more rapid estate-building by the predecessor than otherwise would 
have occurred, to that extent the incidence is upon him. If the estate 
under the tax is what it would have been without the tax, the inci- 
dence is upon the successor. When the predecessor anticipates the 
tax but is able only partially to provide for it, the incidence is di- 
vided between predecessor and successor. Incidence is therefore 
largely a matter of personal choice of the testator. He may bear the 
incidence if he chooses (and is able by greater saving or greater 
industry) to do so, or he may place it upon his successors. As to what 
generally occurs it is foplhardy to guess and well-nigh impossible 
to determine by investigation.^'^ 

RECENT HISTORY OF DEATH TAXATION 

The modern era of death taxation in the United States 
began at about the beginning of the present century for state gov- 
ernments, while modern federal use began during the First World 
War. Several states had employed rudimentary measures of this type 
during the nineteenth century, but it was not until the Wisconsin 
law in 1 903 tliat the tax first included all heirs, all types of property, 
and progressive rates. Federal employment of death taxation oc- 
curred sporadicallv during the nineteenth century, principally during 
war revenue emergencies. Until 1924 death taxes were generally re- 
garded as the peculiar property of the states. Previous to that date 

a more detailed level it is evident in experience that incidence may be 
determined by purely le^al factors. Suppose that the incidence is upon the 
successors— that the estate would have been lancer had there been no tax. 
Suppose further that liie tax is an estate tax, paid from the estate before dis- 
tribution. (Generally speakine;, state inheritance laws recpiire that desi[rnated 
amounts willed to designated heirs remain intact wilhout tax deduction. The 
residual heir(s) then bears the incidence, while those granted designati'd 
amounts bear none. Laws of the states vary in this regard; allhough most 
follow the pattern described above, some make .special provision for pro- 
rating the tax or especially favor close lineal heirs (who are generally residual 
heirs ) . 
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the federal taxes had been promptly repealed with the passing of 
the emergency. In 1924, however, the debate over repeal of the 
federal wartime death tax .terminated in legislation designed largely 
to eliminate duplication of federal and state burdens upon estates 
and inheritances. This plan not only laid the foundation for a perma- 
nent federal tax, but greatly accelerated the movement toward uni- 
form death taxation among the states. 

The Federal Credit for State Death Taxes Paid In 
1916 the federal government levied an estate tax whose rates, though 
moderate by contrast with the present law, were considerably higher 
than those formerly applied by federal death taxes. The maximum 
rate in the progressive schedule in 1916 was 10 per cent on the net 
estate; the rate schedule was increased to a maximum of 25 per cent 
in 1917. The imposition of a fairly heavy federal tax on estates, in 
addition to existing state inheritance taxes, imposed new and rela- 
tively severe burdens upon transfer of property at death. During 
the war this duplication was not regarded as onerous, but with the 
end of the war fundamental decision was required upon the problem 
of duplication of death taxes. State tax rates were low; in fact there 
was a good deal of competition among states to establish death tax 
advantage for their residents. Competition for wealthy residents was 
keen, on the principle that low death taxes would encourage estab- 
lishment of residence, and annual property tax and other revenues 
would be thereby increased.^*"* 

Subsequent to the war Secretary Mellon actively urged repeal of 
the wartime federal estate tax, and return of this revenue source to 
the states. The states strongly supported this solution of the problem. 
However, the legislation of 1924, far from eliminating the federal 
tax, increased its rates to a maximum of 40 per cent. At the same 
time, estates subject to federal tax were allowed a credit for state 
death taxes paid, up to 25 per cent of the federal tax. In 1926 this 

Previous federal experience was confined to taxes on inheritances. A stamp 
tax on leiracies at 2/10 of 1% v^as levied between 1797 and 1802; a very 
moderate inlieritance tax prodneinp only million dollars per year was em- 
ployed between 1862 and 1870; and the tax of 1898-1902 was levied at a 
maximum rate f)f on the inhrritaiu-es of direct heirs. 

States with death taxes frequently countered with the claim that collection of 
death taxes made annual property and other taxes lower. 



508 DEATH AND GIFT TAXES 

credit was increased to 80 per cent of the federal tax. The problem 
of double federal and state burdens was solved, since no state then 
taxed to the extent o'f the 80 per cent federal credit. 

The intent of the federal credit provision went well beyond the 
desire to eliminate the double burden, however. It was frankly de- 
signed to bring the states into line in death tax practice. It repre- 
sented a conscious federal attempt to establish the death tax as a 
uniform nation-wide fiscal instrument and to put an end to death 
tax competition among states.^'* It was extremely effective, for the 
credit provision made very difficult state refusal to pass the necessary 
legislation to take for its own treasury revenue which would other- 
wise go to the federal government. 

Forty-seven states now have some form of death tax.^'^ While the 
simpler method of taking advantage of the federal credit would be 
for the states to adopt estate tax laws at rates 80 per cent of the 1926 
federal rates, and with the same exemptions and graduation scale, 
very few have done so. In 1946 only six states had such laws. How- 
ever, the popular state method of adjusting to the federal credit has 
been to tack on to the inheritance tax an estate tax which absorbs 
the difference between the inheritance tax and the federal credit. 
Thirty-three states and the District of Columbia employ such addi- 
tional estate taxes. The remaining states appear only more or less 
concerned with taxing only to the extent of the federal credit and 
eliminating duplication of death taxes. 

By and large during the late twenties the states wer'e quite con- 
tent with this experiment in federal-state sharing of revenues. But 
in 1932, under pressure for increased revenue, the federal govern- 
ment superimposed an “Additional Estate Tax” upon the 1926 Act. 
The new law greatly increased the rates on estates and provided no 
credit against the Additional Estate Tax for state taxes paid, though 
the 80 per cent credit against the 1926 tax was ( is ) retained. During 

Florida in 1924 adopted an amendment to its constitution proliibiting in- 
heritance taxation in that state. With the adoption of tlie federal credit this 
state unsuccessfully challenged its constitutionality before the Supreme Court. 
Finally, in 1930, the Florida constitution was again amended to permit death 
taxation, but only to the extent and for the duration of the federal credit. 
Nevada alone has no such tax (1947). 

Tax Systems, 10th ed., 1946, pp. 250-60. 
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the debates on the 1932 law it was suggested that the old ( 1926) tax 
be repealed and a new, heavier, and more steeply progressive tax 
be installed, with a credit of 16/3 per cent against the new tax for 
state death taxes paid. This suggestion was not accepted, how- 
ever, and the Additional Estate Tax was added to the 1926 
estate tax. 

The present (1947) federal estate tax thus is a combination of 
two estate taxes. It is computed by adding the tax due under the 
1926 law to that due under the Additional Estate Tax. The “net 
estate” forms the base of both taxes, and deducts from the gross 
estate expenses of its administration, other non-tax claims against it, 
and the specific exemption granted by the tax law.^® The specific 
exemption under the 1926 Act is $100,000 of gross estate; under the 
1932 Act as last amended (1942) it is $60,000.-^ Having computed 
the net estate, the Basic Tax (1926 Act) is determined at rates 
progressing from 1 per cent on the first $50 thousand of net estate to 
20 per cent on that part in excess of $10 million. A tentative Addi- 
tional Estate Tax is then computed on the net estate base at rates 
progressing from 3 per cent on the first $5 thousand to 77 per cent 
on that amount over $10 million. The tax so calculated less the Basic 
Estate Tax gives the net Additional Estate Tax. And the total estate 
tax payable is the sum of the net Additional Estate Tax (after de- 
duction for gift taxes paid) and the Basic Estate Tax remaining after 
deduction for state death taxes and federal gift taxes paid. The com- 
putation would be far less complex were there either no credit for 
state taxes or a fixed credit for state taxes against a single federal tax. 
It is the peculiarity of applying the state tax credit only to the Basic 
Estate Tax (1926) which creates the major complication. 

The action of 1932 in leaving unchanged the participation of the 
states in death taxation while turning over the major share of such 

Additional deductions arc; expenses required for support of dependents during 
settlement of llie estate, losses arising during settlement, and items in the 
estate received by the decedent us bequest or gift williin a period of five years 
prior to his death. 

Since the specific exemption under the majority of state inheritance taxes is 
$10,000 for blood relatives, it is evident tJiat many inheritances are subject to 
state tax while the estates from which they come are entirely free of federal 
taxation. 
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revenues from large estates to the federal Treasury has been 
described as a “tactical triumph of no small importance” on the part 
of the federal government. This description implies, justifiably, that 
the federal attitude toward sharing death tax revenues had changed 
between 1926 and 1932. To a degree it is less a change in attitude 
than a change in political atmosphere; it is quite possible that the 
only alternative to the 80 per cent credit under the 1926 Act was 
outright repeal of the federal tax. 

The attitude of the states toward the 1932 shift is apparently 
one of extreme discomfort. This discomfort results because (1) 
the federal government is now in the controlling position with 
respect to disposition of a tax which was traditionally thought 
to belong to the states, and (2) the states are allowed only a 
small portion of death tax revenues currently being collected. 
What was described as generosity on the part of the federal 
government in 1926 has since 1932 been characterized as niggard- 
liness. Though state death tax revenues did not decline as a result 
of the 1932 action, the position of the states changed from major to 
minor participation in revenues from large estates. Yet it is clear that 
the 1926 Act increased state death tax rates and revenues. And it is 
highly likely that if the federal government were to be completely 
generous and retire from the death tax field the states would return 
to a considerable amount of undercutting one another’s death taxes 
to bid for wealthy residents.-^ The consequence could very well be 
lower state death tax revenues than at present. From the point of 
view of revenue alone, the ideal situation for the stales would be a 
heavy federal tax with a 100 per cent credit for slate taxes paid. In 
view of the prospects of state finances and the relative unimportance 
of death tax revenues to the federal government, such a procedure 
deserves consideration. It would, however, nakedly reveal the in- 
direct financial power which the federal government possesses over 
the states. 

Eugene Oakes, “The Federal Offset and the American Death Tax System,” 
Quarterly Journal of Economics, August, 1940, p. 573. Tliis article is highly 
recommended for further reading on this subject. 

This tendency would probably be especially strong in view of the growth of 
state income taxation. 
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REVENUE PRODUCTIVITY OF DEATH TAXES 

Table 35 shows the relative importance over time of 
death taxes in the whole revenue picture of federal and state govern- 
ments. Variations in revenue from year to year result from varia- 
tions in some or all of three factors. The first is a group of technical 


TABLE 35 Death and Gift Tax Revenues and Per Cent of Total 
Tax Revenues from Such Taxes, Federal and State Gov- 
ernments, Selected Years, 1916-1945 


YEAH 

FEDERAL 

STATE 


Death and Gift 


Death and Gift 



Tax Revenues 

% Total Federal 

Tax Revenues 

% Total State 


{$ milltons) 

Tax Revenues 

( $ millions) 

Tax Revenues 

1916 

— 

0.0 

29 

8.0 

1922 

139 

4.3 

66 

9.1 

1927 

100 

3.5 

106 

7.8 

1931 

48 

2.0 

183 

10.2 

1937 

316 

6.8 

115 

3.7 

1940 

360 

6.8 

113 

2.1 

1944 

510 

1.3 

114 

1.7 


elements inherent in the tax laws themselves, such as rates of tax, 
specific exemptions, and the degree to which revenues are shared 
between governments. The rise in state death tax revenues in 1931 
(see Table 35) is due largely to heavier state taxes resulting from 
the federal action of 1926, while the severe decline in federal revenue 
from this tax reflects small federal participation in these revenues 
under the 80 per cent credit. The second factor is the current level 
at which estates and inheritances are valued for tax purposes. Both 
federal and state death tax revenues were lower in 1931 than they 
would have been under conditions of higher property values. This 
factor does not stand out in the figures as distinct from the other two, 
but it is unquestionably constantly in operation. The third factor is 
the purely accidental one of the number of large estates subject to 
tax in a particular year. Other things equal, this is likely to be a 

Federal figures from Annual Report of the Secretary of the Treasury, 1945, 

p. 484; state figures from various volumes of the Statistical Abstract of the 

United States. 
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more significant variable to individual states than to the federal gov- 
ernment, because of broader federal coverage. The death of a very 
M^ealthy resident in a particular year may mean to a state the dif- 
ference between budget surplus and deficit. On the other hand, the 
lower exemptions in typical state taxes provide a larger number of 
estates subject to tax per thousand deaths, and thus work toward 
stability in state death tax revenues. 

The facts displayed in Table 35 indicate clearly, however, that 
death and gift taxes are of relatively minor importance to both 
federal and state governments from the revenue point of view. 
Furthermore, it is unlikely that they could be made to occupy a 
significantly more important position. Some increase in rates is of 
course possible without severe hardship, particularly in the lower 
and middle brackets touched by the federal tax (i.e., on gross estates 
between $100,000 and $500,000). But the small number of such 
estates would still mean relatively small revenues. It is probable that 
little lowering of federal exemptions or raising of state rates on 
smaller estates and inheritances could be justified. Such a move 
would produce considerable additional revenue, but would subject 
to tax estates and inheritances typically essential to the security of 
dependent persons. Under recently low rates of return on relatively 
secure investments the estate of less than $50,000 possesses little 
ability to pay death taxes. 

GIFT TAXES 

Federal and state taxes upon gifts are employed pri- 
marily to close an otherwise easily available opening for the 
avoidance of death taxes. Without such instruments it would be 

The relation of gift taxes to death taxes will be discussed in the following 
section. 

This would be typically true no matter where the incidence of the tax lies. 
If upon the decedent during his lifetime, accumulation of an estate of less 
than $50,000 probably means rather severe skimping on expenditures in 
the representative case, because such estate-builders are not likely to be in 
the high income classes. If the incidence is upon the heir, likely as he is to be 
dependent upon the income ( and capital ) of his estate, there is likewise little 
taxpaying ability in what is taken to be the representative case, 

A useful treatment of this subject is C. Lowell Harriss, Gift Taxation in the 
United States, Washington, American Council on Public Affairs, 1940. 
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possible by transfers before death to accomplish substantially the 
equivalent of tax-free inheritance. If, therefore, there is theoretical 
and practical justification for ileath taxation there is approximately 
identical justification for the taxation of gifts inter vivos. The princi- 
pal difficulty in use of the gift tax to supplement the death tax has 
been to define workably those gifts which are made “in contempla- 
tion of death”, and thus made for the, purpose of death tax 
avoidance. 

The federal Act of 1924 assumed that gifts made within a year 
prior to death were made in contemplation of death, and a tax was 
imposed upon gifts made during that year.-'^ In 1926 this gift tax was 
repealed and a two-year presumption of “contemplation” was substi- 
tuted. This presumption was, however, declared unconstitutional fn 
1932. In that year the separate gift tax was installed, imposing gift 
taxes at progressive rates approximately three-fourths as high as 
those of the estate tax.^*^ With changes in rates and exemptions in 
line with changes in the estate tax, this tax is currently in operation. 
A peculiar aspect of the gift tax is that although it is applied an- 
nually to gifts made in that year, it applies progressive rates on a 
basis comparable to those of the estate tax which is paid only once 
on a given estate. 

A specific gift tax exemption is granted each donor for the period 
of his life. This exemption is comparable to— though somewhat lower 
than— the specific exemption under the estate tax.-’’ An additional 
exemption, peculiar to the gift tax and not applicable to the estate 
tax, is an annual one of $3000 to each donee. Although gifts (if large 
enough to be subject to tax) are taxed annually, the rate of tax ap- 
plicable in any year is found by reporting a cumulative total of all 
gifts made since 1932 and applying the rate appropriate to the 

Cf. C. Lowell Harriss, Proceedings of the National Tax Association, 1938, 
p. 722 ff. 

Apparently the gift tax rates were made lower than the estate tax rates on 
the grounds that gift taxes are paid annually. Since they are regarded as pre- 
payments of death taxes, the rate difterential in favor of gifts represents dis- 
count for prepayment. 

1946 tl lie estate tax specific exemption was $60 thousand, while the 
aggregate gift tax exemption was $30 thousand. Prior to 1942 both exemptions 
were $40 thousand. 
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bracket reached by that total. For example, suppose that gifts of 
$25 thousand were made in 1946, and including 1946 the taxpayer 
had made a cumulative total of $450 thousand in net gifts since the 
act became effective in 1932. The rate of gift tax on the $25 thousand 
of gifts made in 1946 would be 24 per cent, which is the rate on that 
part of the cumulative total of gifts between $250 thousand and 
$500 thousand. It is evident that some such cumulative plan is neces- 
sary in order to establish approximate indifference on the part of 
the donor as to whether he transfers his estate at death or over a 
period prior to death. 

Clearly the gift tax of 1932 and subsequent years completely 
avoids the problem of segregating those gifts for taxation which are 
made in contemplation of death. All gifts (above exempt minima) 
are taxable. This implies that the gift tax has come to be not only 
a tool to prevent avoidance of death taxes, but also a tax in its own 
right, based quite properly upon the principle of ability to pay. 
There is no fundamental difference between gifts inter vivos and 
bequests made at death. Nevertheless, the mechanics of gift taxation, 
the stated intent, and the relatively high exemption carry the im- 
plication that bolstering the estate (or inheritance) tax is the 
prime function of the gift tax. Those subject to gift tax are quite 
likely to be those who would otherwise make substantial gifts during 
life to avoid death taxation. 

Since the principal function of the gift tax is to provide support 
for the death tax, there is little significance to the rcli^ive revenue 
productivity of gift taxes. As a matter of fact the federal gift tax 
revenues have been far smaller than the estate tax revenues. No 
attempt is made to uncover a comparison of revenues of the two 
taxes among the states, as the comparison is of little importance. 
What is important is that without gift taxes, whatever their revenue 
productivity, revenues from death taxes would be lower than they 

In 1946 only eleven states employed gift taxes. All of these employed the 
inheritance tax, with an additional estate tax to absorb the federal credit. 
{Tax Systems, Chicago, Commerce Clearing House, 1946, pp. 250-60.) 

In 1946 federal gift tax revenues were approximately S% of estate tax 
revenues. No consistent relationship, however, appears evident over a period 
of years. 
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are. Thus, the major revenue productivity of the gift tax is to be 
found merged in the death tax revenues.®^ 

INTEGRATION OF DEATH AND GIFT TAXES 

We have seen that the primary purpose of the gift tax 
is to complement the estate tax, by subjecting gifts inter vivos to 
taxes similar to those on property transferred at death. It would ap- 
pear eminently reasonable, therefore, to consider both gifts and be- 
quests as similar manifestations of a single process— the transfer of 
wealth from one person to another. From this point of view there are 
two inconsistencies in the modem application of these tax measures. 
The first inconsistency lies in the separate— and different— specific 
exemptions. The federal estate tax allows specific exemption fjrom 
taxation of the first $60 thousand of the estate. The gift tax allows 
a lifetime exemption of $30 thousand plus an annual exemption of 
$3000 per donee. Consistency would seem to require amalgama- 
tion of these into a single exemption. Possibly the j^roper solution 
is a single, over-all exemption of $60 thousand for both estates and 
gifts. The additional gift tax exemption of a given amount per donee 
per year can hardly be justified on any grounds. Conceivably it en- 
courages the breaking-up of large estates into widely dispersed 
gifts, which accomplishes a certain redistribution of wealth. But for 
smaller accumulations it is also conceivable that the urge to avoid 
taxes may result in too great dispersion for the benefit of dependents. 
On the whole, however, if the additional exemption per donee is logi- 
cal under the gift tax it is equally logical under the estate tax. The 
simplest and most reasonable reform would seem to be the establish- 
ment of one general exemption to be applied to gifts and/or estates, 
as the donor chooses. The particular merit of such combination would 
be to integrate more closely the two complementary taxes. 

The second inconsistency in modern practice is to be found in 

Why, then, do so few states have gift taxes? The explanation is to he found 
in the fact that in the brackets where death tax rates are high and the 
propensity to avoid is great, the fe*deral gift tax is effective. Thus, the federal 
gift tax serves to discourage evasion by the gift route. On the otlier band, 
infer uioos gifts are given some advantage over transfers at death in the 
absence of state gift taxes. 
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the separate application of progressive rate schedules to gifts and 
estates. If the two taxes are really one, the logical treatment would 
be to add inter vivos gifts to the estate transferred at death, and 
apply a single progressive schedule to this total. Gifts are now cumu- 
lated over the life of the donor. Administratively it would be simple 
indeed to treat the estate as the final item in a series of transfers.^-** 
Roughly speaking, at the present time, the wise possessor of a con- 
siderable estate would distribute approximately half by gift and half 
at death. In so doing he would be subject to the lowest total tax on 
the transfer of his wealth. Such separation does the same violence 
to the theory of progressive taxation as applied to death and gift 
taxes as do separate returns on a single family income under the 
personal income tax. It is indeed curious that two taxes which are 
really one and are generally so regarded should be treated as quite 
distinct taxes with respect to the application of rate schedules and 
exemptions. Present gift and estate tax practice may in many re- 
spects be considered comparable to the payment by a single indi- 
vidual of separate income taxes with separate exemptions and sep- 
arate progressive rate schedules on income as wages, income as 
interest, income as rents and royalties, income as profits, and capital 
gains. 


THE PBOBLEM OF SITUS IN STATE DEATH TAXATION 

Much hardship and confusion has resulted from the 
lack of uniformity in state taxation of inheritances and estates. The 
situs of property for inheritance tax purposes has been so variously 
defined by state laws as to create much duplication of taxation of 
the same property items. It seems to have been reasonably well 
established that the situs of real estate for tax purposes is its loca- 
tion. It is, however, movable property— particularly intangible prop- 
erty— which has caused the greatest difficulty with respect to 
multiple taxation. Suppose the decedent to have been a resident of 

A practical difficulty would arise because the heirs at death would frequently 
be left but a small amount of the specific exemption, and the estate at death 
would frequently be subject to higlier rates than would inter ozuo.v gifts. This 
result would occur because gifts take place prif)r to transfer z)f the e.state at 
death. Yet the theory of death taxes points to preference for direct heirs, who 
in the majority of instances arc the principal heirs at death. 
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State A. State A would probably impose its death tax upon all in- 
tangibles transferred at death, on the principle that “movables follow 
the owner” and have their taxable situs in the state of his residence. 
But suppose his estate includes secmities of a corporation incorpo- 
rated in State B and owning property in State C. Under some state 
laws both B and C would be entitled to death tax. Under the laws 
of some states, State D would file death tax claims against bonds 
held in safe keeping in that state, even though the decedent was 
non-resident and the corporation a foreign one. 

Such multiplication of inheritance taxation of the same property 
does, of course, increase unnecessarily the burden of death taxation. 
On the whole, it is probably true that the multiple tax is less ex- 
pensive and annoying than the cost and delay in clearing the estate 
of tax liability before the shares can be distributed. Though taxes 
may not actually be multiplied, the administrator of the estate must 
obtain waivers of possible tax claims from several stales before the 
estate may be divided. Litigation to avoid multiple taxation is like- 
wise expensive and time-consuming. 

It is probably too much to hope that uniform state laws can ever 
be established. It is, however, possible that the practice of reciprocity 
will accomplish essentially the same result. The difficulty arises 
principally from taxation of the intangibles of non-residents. Under 
a reciprocity law State A does not tax the transfer of intangible prop- 
erty of decedent residents of State B if State B affords the same 
immunity to residents of State A. The reciprocity movement began 
after a few forward-looking states had repealed inheritance taxation 
of intangibles of non-residents only to find that other states refused 
to fall in line. In self-defense, therefore, they returned to their 
former systems.'*^ A reciprocity law can be enacted, but it does not 
become effective with respect to another state until the latter state 
reciprocates. In 1939 approximately thirty states participated in the 
type of death tax reciprocity described here.’^'‘ It is quite likely that 
the reciprocity movement can expand but little further. The reason 

New York and Massauhu.sctts repealed the tax on intangibles of non-residents 
in 1911 and 1912, respeLti\ ely. In 1919 and 1920, respectix ely, these taxes 
were restored. (F. S. Edmonds, “Progress in Reciprocity in State Inheritance 
Taxation,” Proceeding's, National Tax Association, 1925, p. 247). 

F. S. Edmonds, Proceedings, National Tax Association, 1939, p. 406. 
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is that the less populous and less wealthy states frequently derive 
more revenue from the estates of non-residents than from those of 
residents.^® , 

Even if reciprocity were complete the determination of domicile 
of the decedent might present some problems. Such difficulties some- 
times arise in the cases of persons of means who wish domicile in 
one state for tax reasons and residence in another for business or 
personal reasons.'*’^ Adjudication of such problems involves purely 
legal processes, and is outside the scope of the present study. Death 
tax theory is bedeviled by the fact, however, that a person may main- 
tain the legal fiction of domicile in one state while actually residing 
in another. The state of legal domicile lays claim to death taxes, 
while the state of residence frequently possesses no such claim. 

COMPENSATORY USE OF DEATH TAXES 

Death and gift taxes offer practically no counter- 
cyclical, compensatory, or functional possibilities. They touch at any 
one time an extremely small segment of the economy and thus can- 
not conceivably exercise noticeable leverage over the levels of con- 
sumption or investment. They are not amenable to timely use, for 
tliey are not continuing taxes but are applied only once. Raising or 

‘‘During the past ycdt our committee lias conferred with many state tax com- 
missions, and has suggested that they join us in this rec iprocity mo\'cmcnt. 
In some cases, we lia\ e heard from slates whose" Tax Commission says, T 
would be glad to iccommciid reciprocity, but it happens that our state is 
the home state of a large corpor.ilion, most of whose stock is held by non- 
residents, and we get a \cTy large income from these non-rc'sidiaits and it is 
very hard for us to give up that income. We do not know wliat we wtmld do 
if we were obliged to give up that income.* And then there is quoted to us 
the stock example of the State of Utah which is the home state of the Union 
Pacific Railroad, and which received $780,000 'by the death of Mr. E. If. 
Harriman, the great railroad builder, which sum was used to build the State 
Capitol. Visitors to this state arc told, ‘We built this Capitol from a non- 
resident’s estate.’” (“Report of Committee of the National Tax Association 
on Reciprocity in Inheritance Taxation”, Proceedings, National Tax Associa- 
tion, 1927, p. 414.) 

Cf., for instance, the Dorrance case (New Jersey and Pennsylvania), the 
Trowbridge case (New York and Connecticut), the Hunt case (California 
and Massachusetts), and the Green case (Texas, Florida, New York, 
and Massachusetts). Discicssion of the issues in these cases may be found in 
Proceedings, Notional Tax Association, 1939, pp. 423-32. 
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lowering of rates or exemptions through the business cycle could 
have essentially no effect upon the long-period saving or spending 
of estate-builders. And although raising rates to discourage lavish 
spending by the inheritors of windfall legacies might be desired at 
the moment, such actions would effectively reduce for all time the 
inheritances of those whose increased spending in some few months 
might be very desirable. Finally, the time elapsing between death 
and the final distribution of estates further negates compensatory 
objectives. 

The death and gift taxes are highly desirable as revenue instru- 
ments. They produce some vital revenue according to genuine ability 
to pay. In addition, however, they perform a long-run economic 
service in their 'pressure toward redistribution of large concentra- 
tions of wealth. In so doing they assist— at least mildly— in the crea- 
tion of a high-consumption economy. It is clearly desirable that these 
taxes be retained and improved, though they can hardly take a place 
among compensatory fiscal instruments. 
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BUSINESS TAXES 


NATURE OE BUSINESS TAXES 

Taxes are frequently not what they seem. By no means 
all of the taxes imposed upon businesses or business transactions are 
technically ‘iDusiness taxes.” We have seen, for example, that be- 
tween 1913 and 1936 the federal corporate income tax was not re- 
garded as a special business tax, but merely an agency for collec- 
tion at the source of the personal income tax upon that part of per- 
sonal incomes derived from corporate profits. And sales taxes are 
levied upon business with the intention that they be shifted to buyers 
of products. The states frequently employ “in lieu” taxes, i.e., taxes 
which may be imposed upon business institutions, but in lieu of 
certain types of property taxes. For example, some state severance 
taxes are imposed upon business exploitation of forest or mineral 
resources, but for purposes of collecting delayed property taxes. ^ At 
least one state imposes a tax upon the income from investments of 
insurance companies; this tax is, however, not regarded as a tax upon 
business as such, but rather as a tax on intangible property measured 
by the income from intangibles. We are concerned in this chapter 
not with all taxes applied to business establishments, but with those 
intended to be paid by business as such, either for the privilege of 
doing business or because of presumed distinct capacity of a business 
establishment to contribute to government. A brief survey of business 
tax proposals will help to clarify this concept. 

^ Cf. Chapter 15. 

520 
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The National Tax Associations ^‘Model Tax Systems* ^ 
The “Model Tax Systems” proposed by the National Tax Associa- 
tion have recommended three types of taxes upon which ideally state 
and local tax systems should be founded. The three types are: a tax 
on tangible property, a tax on personal incomes, and a tax on 
'iDusiness carried on for profit.” It is implied that each of these major 
taxes possesses its own separate justification. Although the special 
justification of the» third is stated to be “for the benefits it receives,” 
the special nature of this justification is so hedged as to suggest 
serious qualification. The Committee says: ^ 

If the owners of the business are residents of the state, this principle 
may not be appealed to, since the ordinary methods of taxation may be 
considered to provide for such a case. If a considerable amount of real 
estate and other personal property is employed in a business conducted 
for the account of non-residents, again no appeal may be made to this 
principle, since here too the ordinary methods of taxation may be con- 
sidered adequate. But if the owners are non-residents, and the business, 
though very profitable, employs little or no property subject to taxation 
in the locality, the states, to an increasing degree, demand that some 
method shall be devised for reaching such business enterprises. 

Let us see what this means with respect to theoretical grounds for 
imposition of a special business tax. The general grounds for justify- 
ing it are “the benefits it (business) receives.” ^ But according to the 
statement above, no payment need be made for these business bene- 
fits if (1) the owners are residents of the state or (2) the business 
owns a considerable amount of tangible property in the state. This is 
regarded as acceptable because the income tax is justified by the 
Committee as payment for “personal benefits that government con- 
fers” and the property tax pays for “protection and other govern- 
mental benefits and services.” We are forced to the conclusion that 

^ “Preliminary Report of the Committee Appointed to Prepare a Plan of a Model 
System of State and Local Taxation,” 1918, Vroccedin^s, National Tax Asio- 
cAation, 1919, p. 426 fl., and “Second Report of the Committee on a Model 
System of State and Local Taxation,” 1933, Proceedings, National Tax Asso- 
ciation, 1933. 

^ Proceedings, 1919, p. 430. The same statement appears in the revised report, 
Proceedkips, 1933, p. 361. 

" Ibid. ^ 
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business benefits are not distinct from personal and property benefits, 
else the exceptions to application of the business tax would not have 
been stated. If the benefits to business are not distinct, upon what 
grounds can State A justify special taxation of those businesses 
owned by non-residents or owning tangible property outside the 
state? It appears that the Committee’s recommendation is to impose 
unusual tax burdens upon interstate business; the state in which the 
owners have domicile will receive income taxe,s from them, the 
state(s) in which the business holds property will receive property 
taxes, while the states in which the concern does business (provided 
owners do not live there or the business owns little or no property 
there) will collect business taxes. This appears to carry a curious no- 
tion of benefit, for it implies that business receives special govern- 
mental benefits only when carried on by non-resident owners with 
non-resident property. However, our principal interest at this point 
is in describing the nature of a “business tax.” Curious as its notion 
of benefit is in this case, the Committee’s analysis serves to charac- 
terize the business tax as a tax imposed independently of other types 
of taxes and justified on grounds separate from those which recom- 
mend other tax measures. 

More Recent Theories of the Business Tax The large 
crop of miscellaneous business taxes imposed by both federal and 
state governments has grown up far more as the result of the desire 
for revenue than of the development of an acceptable theoretical 
justification. Nevertheless there are modern theoretical advocates. 
Another committee of the National Tax Association justifies business 
taxes on corporations on grounds of “(1) the special benefits en- 
joyed by corporations through the peculiar legal privileges granted 
them to exist and to conduct business in the corporate form and 
(2) the benefits enjoyed by corporations in common with other 
forms of ownership organization by virtue of numerous governmental 
activities contributing to the establishment and maintenance of a 
favorable environment in which to carry on business activity.” ^ And 
a more elaborate recent statement of the theory of business taxation ® 

° “Final Report of the Committee of the National Tax Association on Federal 
Taxation of Corporations,” Proceedirifis, National Tax Association, 1939, p. 537. 
® Paul Studenski, “Toward a Theory of Business Taxation,” Journal of Political 
Economy, October, 1940, p. 621 ff. 
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justifies business taxes separate from those on property, personal in- 
come, and consumption on “one or the other” of these eight grounds: 
(1) special privileges (licenses, franchises, or charters) conferred 
by the state on certain types of business, (2) special services (in- 
spection of dangerous equipment, special protection) rendered to 
certain businesses, (3) general services (protection of property, en- 
forcement of contracts, public education, public improvements, etc. ) 
rendered to all business, (4) social costs or losses (destruction of 
national resources, pollution, over-crowding, industrial accidents, 
technological unemployment, etc.) resulting from certain business 
operations, (5) impersonal taxpaying capacity of business, (6) gen- 
eral welfare (a means by which to tax the general public through 
the price system), (7) social expediency (revenue productivity, ease 
of administration, popular acquiescence), and (8) exercise of de- 
sired social controls (discouragement of imports, chain stores, ex- 
cessive profits). Here the whole gamut of tax justifications appears: 
benefit, cost, ability, revenue productivity, and control. It is profit- 
able to examine each separately as a justification for special business 
taxation. 

The benefit principle is presumed to justify special business taxa- 
tion on grounds that the state confers both special benefits upon cer- 
tain businesses and general benefits upon the business community 
as a whole. Among the special benefits are: the privilege of con- 
ducting business under the corporate form; the privilege granted 
to public utilities to operate on the public domain (on, over, and 
under city streets ) ; the privilege of conducting special types of busi- 
ness in which the public possesses a special concern for the quality 
of performance; and special protection of various sorts. It is easily 
granted that such benefits do exist. But it is quite another matter to 
justify general business taxes upon such grounds. The administra- 
tive revenues represent, as a class, the payment of special fees for 
the receipt of special governmental benefits. Government is, there- 
fore, “working both sides of the street” in imposing additional busi- 
ness taxes on grounds of special benefit. The privilege of incorpo- 
ration is open to all under modern statutes; the administrative cost 
of issuing the charter is supposedly covered by the fee. In the case 
of public utilities, the franchise to operate on the public domain as 
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a monopoly is frequently paid for, but the real quid pro quo is public 
regulation of rates and practices to secure for the society a desired 
service of good quality at reasonable rates. What special benefit 
remains to justify the imposition of a business tax? In those business 
fields where the public interest requires regulation of certain phases 
of operation, such as the inspection of elevators, and control of the 
conditions under which milk, meat, drugs, medicines, and similar 
items are produced and distributed, the costs of inspection and ad- 
ministration are generally met by special license fees. The benefits 
•of such inspection and regulation do not accrue to the business, but 
to the consuming public; it is difficult to justify taxation of the 
business on benefit grounds. Where special protection of property is 
needed, there is a growing tendency to provide such protection 
privately. Businesses frequently provide their own watchmen, police, 
and fire inspectors, build with fireproof materials, construct fences 
or walls, and provide facilities for safekeeping of valuables. When 
special protection is furnished by government, this is quite generally 
done at a price. Under such circumstances the justification of gen- 
eral business taxation on grounds of special protection is largely 
unreal. 

The general benefits presumed to justify special taxation of busi- 
ness present somewhat similar problems of allocation. These general 
benefits are: protection of life and property, prevention of torts, en- 
forcement of contracts, public improvements, public education, and 
nil of those conditions of a favorable business climate which^pare en- 
couraged by the performance of general governmental functions. 
The translation of such general benefit into specific tax bills implies 
an ability to allocate such benefits which does not exist. Clearly 
business does benefit from the maintenance of an orderly society. 
But business is merely an aspect of that society; society itself bene- 
fits from an orderly society. Indeed the benefit principle of taxation 
appears to foster the popular inversion of the facts by assuming that 
society exists for business and social stability is desired for purposes 
of business stability. In general terms, a desirable business climate is 
but a part of a desirable social climate— a productive economy is 
essential to a productive society. This being the case we recognize 
protection of life and property, public education, and public im- 
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provements to be means to social objectives, with which economic 
objectives are merged. The attempt to allocate general benefits to 
individual businesses is thus both futile and unreal. The allocation of 
tax obligations must logically conform to the ability principle. 

But does the ability principle support a separate category of taxes 
on business? In other words, do business enterprises possess taxpay- 
ing ability distinct from the abilities of those who derive income from 
business? The preponderance of expert opinion appears to answer 
this question in the negative, though there are staunch supporters 
of the belief that “business enterprises are producing organizations 
having a personality of their own,” ^ and thus have separate taxpaying 
capacity from that of the individuals who compose them. \^at is 
required here is a re-examination of the ability principle. Ability to 
pay is ability to give up; the less the sacrifice involved in transferring 
a dollar to government the greater that taxpayer's ability. It has no 
relevance for a business as such, but only for those who derive in- 
come from the business. Professor Studenski, a strong supporter of 
the belief that business does possess separate ability, appears to 
qualify his position when he says; “This ability, except in personally 
conducted businesses, is distinct from the personal abilities of the 
owners to pay taxes from their incomes.” ^ The implication is that 
in personally conducted businesses the ability of the business and 
of the owner are identical. But does the corporate form or the separa- 
tion of the functions of ownership and management create a new 
and distinct ability? If so, at what point does this distinct ability 
appear as we pass from the personally conducted to the impersonally 
conducted business? It would seem quite obvious that the business 
organization is but an instrument for the production of personal in- 
come, and that the form of business organization and the techniques 
of business operation do not alter that basic fact. We recall again 
our basic principle that taxes are paid from the stream of personal in- 
comes. Taxes collected on incomes prior to their distribution to in- 
dividuals reduce realized individual incomes by the amount of those 
taxes. Thus the tax burden is upon individuals, and in most cases is 
badly allocated among them because it is levied before distri- 

’ Studenski, op. cit., p. 632. 

^ Op. cit., p. 633. Italics added. 
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bution and therefore typically bears little relation to individual 
ability. 

We may dismiss rather quickly the need for revenue and the de- 
sire to exercise control as justifications for business taxation. The 
need for revenue is a perfectly respectable need, provided it is sufii- 
ciently subordinated to the need for elementary justice and the ob- 
jective of a high level of business activity. These primary objectives 
call for distribution of the revenue burden on the bases of ability 
and (when pertinent or possible) benefit. But a tax which does not 
qualify under the principles of ability or benefit can hardly qualify 
as an acceptable producer of revenue. The control function may be 
perfectly well accomplished through special types of business taxa- 
tion. It cannot, however, justify general taxation of business per se, 
and therefore is hardly pertinent to the matter in hand. 

The elaborate case for business taxation as a major pillar of the 
fiscal system is a shoddy one at best. Separately considered, the par- 
ticular theories supporting such taxes are found to be either unac- 
ceptable or acceptable only when applied in limited and special 
situations. But to argue that there are many such special situations 
and that therefore general business taxation is justified on “one or 
the other” of several grounds is obviously an invitation to blind pur- 
suit of revenue at any cost. It is comparable with an argument that 
with so many laws it is inevitable that each person must have broken 
at least one, and that therefore everyone should periodically serve 
a jail sentence.® 

TYPES OF STATE BUSINESS TAXES 

As stated at the beginning of this chapter, it is fre- 
quently diflScult to determine which taxes in a state system are in- 
tended as business taxes. Many states still utilize the property tax as 
a major contributor to revenues, and in its administration it is fre- 
quently desirable to impose property taxes on businesses measured 
by gross or net income. These are not intended as business taxes, but 

® The frail theoretical rationale by which general business taxes are “justified” 
falls apart completely when the incidence of particular business taxes is con- 
sidered. This matter will be pursued later in the chapter, following description 
of major types of existing business taxes. 
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as property taxes. On the other hand, the recent rise in importance of 
consumption taxes frequently presents a problem in determining 
whether a tax upon gross receipts finds its justification in the theory 
of consumption or of business taxation. And finally, among those 
states employing the personal income tax as a major fiscal measure, 
several utilize corporate income taxes as adjuncts to personal income 
taxes. We are interested here in those taxes upon business which are 
given separate existence from property, income, and consumption 
taxes, and find their theoretical rationale in the arguments of special 
benefit or special ability discussed earlier in this chapter. 

Attempts at uniform taxation of business enterprises early meet 
the basic difiiculty that business itself is so heterogeneous as to offer 
few if any simple and uniform tax bases. And sooner or later in the 
process of constructing an acceptable business tax system it becomes 
necessary to grapple with the basic question whether the tax is in 
fact based upon benefit or upon ability. The principal types of busi- 
ness taxes are those based upon net or gross income and those based 
upon the amount of capital employed. 

Business Taxes on Net Income Were it not for two 
diflBculties— one theoretical and one practical— it is highly probable 
that a general preference would exist for business taxes based on net 
income. The theoretical difficulty is found in the presumption that 
by and large the general benefit principle is material to business 
taxation. The benefits of a favorable business climate are extended 
to unprofitable as well as profitable concerns, while under a net in- 
come tax only the profitable concern pays for these benefits. Here is 
a clear conflict between the principle of benefit and the principle of 
ability. The practical difficulty in a general business net income tax 
lies in the lack of uniformity among business accounting systems. 
Quite obviously if the base of the tax is to be net income it is im- 
portant that all taxpayers compute net income by the same method. 
Yet the reader may look at the multiplicity of types of business estab- 
lishments in his own community to observe the difficulties involved 
in imposing uniform and accurate accounting systems upon all busi- 
nesses. In retail trade and service establishments such a procedure is 
hardly imaginable. For this reason, those states which employ busi- 
ness net income taxes generally spply them only to incorporated 
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businesses. The accounting systems of corporations are in general 
far superior to those of the average of unincorporated firms, particu- 
larly in view of the standardization of corporate accounting methods 
made necessary by the long-standing federal corporate income tax. 
State corporate net income taxes uniformly employ flat rates. In 
some cases a minimum annual tax of a flat amount is assessed, 
to pay for benefits conferred, while a net income tax is paid 
when its amount exceeds the minimum tax. Here is the curious im- 
plication that the business pays its tax on the basis of either “ability” 
or ‘Tjenefit,” whichever is the greater. 

“Business” Taxes on Gross Income Taxes levied 
upon the gross income of a business are actually sales taxes. The 
amount of the tax is measured by the volume of sales, its imposition 
adds directly to variable costs of production or distribution, and its 
incidence is identical with that of a tax on sales. Failure to recognize 
this fact has led many state governments to assume that because the 
tax is imposed upon businesses as such, and because it is called a 
‘iDusiness tax,” it is therefore essentially similar to a tax upon the 
net income of a business. 

“Business” taxes on gross income have generally been applied to 
unincorporated businesses and to public utility concerns. There are 
two reasons why gross income “business” taxes have been widely ap- 
plied to unincorporated businesses. The first is that the business 
benefits provided by government are made available irrespective of 
the amount of net income earned by the firm, and that even un- 
profitable firms should bear their share of the cost. The second reason 
is that if net income were used as the base of the tax it would be 
necessary to insist upon uniformity in accounting systems, so that net 
income would be determined by the same process in all of these 
miscellaneous unincorporated firms. Since imposition of uniformity 
in accounting systems upon small, miscellaneous firms is impracti- 
cable, the gross income base has been adopted.^^ Uniformity in the 

We lump together taxes based on “gross income,” “gross receipts,” and “gross 
earnings,” which, although they are not precisely the same, are generally 
similar in nature. 

A further reason why the net income tax may not be practicable for unin- 
corporated businesses is that, being closely h^d, it is possible to avoid the 
appearance of high net income by payment of high salary to the owner. 
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method of calculating net income does exist among corporations, 
since the federal corporation income tax has long required it. But 
a shift in tax bases from net to gross income, for whatever reason, in- 
volves basic change in the type of tax. The business net income tax 
on business is paid from the net income of the business, while a 
“business” gross income tax is a tax primarily upon consumers, and 
is not a business tax at all.^^ 

Capital Stock Taxes By far the most widespread of 
state business taxes upon general corporations is that based upon 
the amount of capital. Some twenty-seven states utilize this form of 
corporate business tax.^'^ It is commonly referred to as the “corpora- 
tion franchise tax,” suggesting that its justification rests upon special 
benefit conferred upon business operating under the corporate form 
of organization. If possible, this type of tax ignores “ability” even 
more completely than does the gross income tax, for the ratio of net 
income to capital will fluctuate even more widely than does the 
ratio of net to gross income.^^ 

Taxation of Special Types of Business We have al- 
ready noted widespread use of the gross income business tax upon 

Gross income business taxes are generally applied by slates to public utilities 
and railroads. This is done partly to avoid net income, which is tlie principal 
datum in the regulation of rates, frequently became the tax is intended as a 
tax on consumers, and generally because gross income represents a base which 
is more easily proportioned to the intrastate operations of an interstate business 
than is net income. But whatever the reason, the tax is a tax on sales and is 
not a “business tax.” 

Determined from Tax Systems, 10th ed., Chicago, Commerce Clearing House, 
1946, pp. 5-87. The determination is admittedly rough, since it is frequently 
difficult to be certain from the summary tables that intended property, in- 
come, or sales taxes are excluded. By the same rough determination it is 
noted that eight states impose business taxes on corporate net income, one 
requires the equivalent of an annual filing fee, while many tax the net income 
of corporations in connection with personal income taxes. IIow many of these 
latter exempt dividends from personal income taxes— thus using the corporate 
income tax as an instrument for collecting personal dividend income at the 
source— is not determinable from the tables. All states require incorporation 
fees at the time of incorporation. Few states apply business taxes to general 
unincorporated businesses. 

This is particularly true when the franchise tax uses as its base the par or 
paid-in value of capital stock. When the base is the owners’ equity (book 
value of capital plus surplus plus undivided profits) it is only slightly less 
true 
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public utility enterprises. This is due to the special nature of these 
enterprises. But there are other business areas in which special 
types of business taxes have been imposed. Notable among them are 
banks and insurance companies. The peculiarities of bank taxation 
by the states have been due primarily to federal legislation limiting 
the types of taxes which the states could impose upon national 
banks. We shall not consider the intricacies of the legal limitations 
upon state taxation of national banks. But in general, the problem 
of state taxation of banks has been to steer a course between the de- 
sire to equalize tax burdens among various types of business on the 
one hand, and the tax limitations imposed upon the states by the 
National Banking Act on the other.^® 

The taxation of insurance companies raises special problems, not 
because of federal restrictions but because of the necessity for selec- 
tion of special tax bases to provide business tax burdens comparable 
with those on other businesses.^’^ The calculation of net income is 
difficult, in view of the uncertainty of the volume of reserves re- 
quired. Furthermore, the computation of net income for tax purposes 
in mutual companies is well-nigh impossible. The absence of capi- 
tal stock in mutual companies rules out a popular base for the busi- 
ness franchise tax. The type of insurance business tax most popular 
is that on net premiums, variously defined among the various states, 
by which is meant gross premium receipts less some or all of returned 
premiums, cancellations, dividends, and premiums on reinsurance. 
The typical base is thus similar to gross income, though qualified to 
take account of practices peculiar to the insurance business. 

Productivity of State Business Taxes Little precise in- 
formation can be given concerning the revenue productivity of state 
business taxes. This is due partly to the difficulties involved in ac- 
quiring comparable data from the various states, but is to a more 
important degree due to the difficulty of distinguishing in the 
statistics true business taxes from other types. It is quite evident. 

For detailed discns.sion of bank taxation, see Ronald B. Welch, State and 
Local Taxation of Banks in the United States, 1934, Special Report to the 
(New York State) Tax Commission. No. 7. 

Specifically, Section 5219, Revised Statutes. 

See Report of Connecticut Temporary Commission, 1934, Chapter 13, for a 
good analytical treatment of insurance company taxation. 
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however, that the business taxes contribute but a meager proportion 
of state revenues, even if we exclude federal grants from the total 
of revenues. The Federation of Tax Administrators reported that in 
1939 the state corporation income taxes produced 3.5 per cent of 
tax and license revenues of the states.^® A part of this should be 
credited to source-collections of personal income taxes, while small 
lump sum tax collections from unincorporated businesses should 
probably be added to arrive at a total of business tax revenues. In 
1942 this figure had risen to 7 per cent of total tax and license 
revenues, principally because of the great increase in war produc- 
tion. The states draw more revenue from fees and license charges 
upon business than from general or special business taxes. 

FEDERAL BUSINESS TAXES 

It is quite generally presumed that the field of business 
taxation represents a revenue preserve of the state and local govern- 
ments. This presumption grows out of the benefit principle of busi- 
ness taxation— the benefits, both general and specific, conferred upon 
business are presumed to flow principally from state and local gov- 
ernments. In the light of recently developed interest in economic 
affairs by the federal government it is doubtful that the creation of 
an economic climate can any longer be attributed principally to 
state and local government. And the period (since 1930) during 
which the federal government established itself as a primary in- 
fluence in economic and business affairs has seen rapid expansion of 
federal business taxation. This development is partly accidental 
and partly inevitable. The accidental aspects relate almost wholly 
to the war and the excess profits tax. The inevitable aspects relate 
to the corporation income tax; the inevitability is, however, ac- 
counted for by revenue needs rather than by any rationale with 
respect to federal benefits conferred upon business. These two taxes 
—corporation income and excess profits— represent the business tax 
measures employed by the federal government.^® 

Research Report No. 16, Recent Trends in State Revenues, Chicago (no 
date), p. 6. 

This ignores the federal Capital Stock Tax and Declared Value Excess Profits 
Tax, employed from 1933 to 1945. Both were troublesome, unpopular, and 
unproductive taxes, adopted in lieu of an increase in corporation income taxes. 
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The Federal Corporation Income Tax We have seen 
in Chapter 16 how the corporation income tax was employed in 1913 
simply as an instrument for collection of the personal income tax 
on dividends at the source. Although beginning with the First World 
War the two taxes followed somewhat divergent courses, resulting 
in heavier burdens upon dividend incomes than upon other in- 
comes, the separation was not complete until the Act of 1936. By this 
Act, it will be recalled, not only was the corporate surtax of the 
previous year continued, but dividends in the hands of individuals 
became subject to personal normal and surtaxes after having paid 
corporate normal and surtaxes as corporate net income. It can hardly 
be said that this fission of the income tax system which created a 
full-fledged federal business tax was the product of rational analysis. 
It was a purely opportunist action, motivated by the desire for 
revenue. 

The corporation income tax applies essentially the same compu- 
tations employed by the personal income tax. From gross receipts 
(or sales) of the corporation are deducted the costs of production, 
taxes, uncompensated losses, contributions, and interest on tax-free 
government securities. Net capital gain is included as income; there 
can be not net capital loss deductible in any year from other income 
though an excess of capital losses in any year can be carried forward 
for a period of five years to be deducted from capital gains in those 
years. Corporate normal tax rates range under the 1945 Act from 15 
per cent to 24 per cent, the latter being a flat rate applicable to all 
net income when it is in excess of $50 thousand. The corporate sur- 
tax base is net income less a credit for dividends received from other 
taxpaying corporations, and the rates under the 1945 Act range from 
6 per cent to 14 per cent, the latter rate being applicable to the 
whole of surtax net income over $50 thousand. 

Table 36 shows the revenue importance of the federal corporation 
income tax for selected recent years. The reader will recognize that 
the figures are not entirely comparable, for prior to 1936 a share of 
corporate income tax revenues represented collection of personal in- 
come taxes on dividends at the source. The severe decline in relative 
importance during the Second World War is due not to absolute 
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TABLE 36 Federal Corporate Income Tax Receipts and Per Cent 
of Total Internal Revenue, Selected Years 



CORPORATION INCOME 

PER CENT OF TOTAL 


TAX RECEIPTS 

intp:rnal revenue 

YEAR 

($ millions) 

RECEIPTS* 

1923 

937.1 

54.8 

1928 

1,291.8 

46.3 

1932 

629.6 

40.4 

1939 

2,151.3 

41.5 

1945 

4,879.7 

11,1 

1946 

3,901.9 

9.7 


“ Internal revenue excludes railroad unemployment insurance contributions, 
customs, price revenues, and administrative revenues. The total of revenues 
excluded is relatively small. 

decline in corporate tax revenues, but to marked increase in revenue 
from the personal income tax, the excess profits tax, and the miscel- 
laneous excises. In 1945, for example, corporation income tax receipts 
were nearly $5 billion, and were exceeded by revenues from indi- 
vidual income taxes (ca., $19 billion), excess profits taxes (ca., $11 
billion), and miscellaneous excises {ca., $7 billion.) The excess 
profits tax has since been repealed, while many of the excises are 
likely to be reduced or repealed. It is almost certain that a significant 
peacetime reduction of the level of individual income taxation will 
occur. One may guess, therefore, that the relative revenue im- 
portance of the corporate income tax will increase markedly from its 
wartime low. 

These figures indicate a heavy federal dependence upon the 
business income tax. Unfortunately it is impossible to justify this 
dependence on rational grounds of tax justice, or the principles of 
benefit or ability. It is particularly to be noted that the federal busi- 
ness tax applies only to those businesses operating under the 
corporate form of organization. The share of business done and in- 
come received by unincorporated business in the United States is by 
no means insignificant; yet such concerns are freed from federal 

^‘‘Figures taken from Statistical Abstract, 1924, 1933, 1940, 1946, and from 
Annual Report of the Secretary of the Treasury, 1946, pp. 681, 683. 

Annual Report of the Secretary of the Treasury, 1945, pp. 724-26. 
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business taxation. It would seem that if the separate taxation of busi- 
ness is reasonable, comparable taxes should be placed upon all types 
of business. Yet this is done neither by the federal government nor 
by most states. 

The Federal Excess Profits Tax The excess profits 
tax is essentially a wartime phenomenon. During peacetime the no- 
tion of taxing "excess” profits is generally regarded as inconsistent 
with the principles under which the private enterprise system op- 
erates. For in peace, high profits when they occur are presumed to 
be the prize for successful acceptance of risk— not infrequently offset 
by heavy losses— or the prize for efficient management under com- 
petitive conditions. To impose a tax penalty upon temporarily high 
profits is to discourage both the assumption of risk and the drive to 
greater efficiency. If abnormally high profits exist over a long period 
of time in any business, the appropriate line of attack is probably 
through anti-monopoly legislation. 

In wartime, however, conditions are quite different. The need 
for revenue— generally the overriding fiscal consideration in times 
of emergency— is acute. Further, it is generally regarded as unfair 
and destructive of war morale that excessive profits should be real- 
ized during a period of national emergency when heavy sacrifices 
are being borne by the major portion of the society. These two 
factors— revenue needs and public antipathy toward war “profiteers” 
—almost exclusively account for the imposition of excess profits taxes 
in the United States during the First World War. While these same 
factors were dominant in urging profits taxation in the Second World 
War, certain economic refinements were added to the argument. 
The prevention of serious general price increase was strongly de- 
sired. This implied transfers of excess profit incomes to government, 
both to remove from private hands funds which could add to in- 

** A readable and useful book, dealing principally with the historical and descrip- 
tive aspects of this subject is Kenneth J. Curran, £xce,v.s Profits Taxation, 
Washington, American Council on Public Affairs, 1943. For an analytical 
discussion, and for special reference to British experience, see J. R. Hicks, 
V. K. Hicks, and L. Rostas, The Taxation of War Wealth, Oxford, 1941. 
A. G. Hart and E. D. Allen, Paying for Defense, Philadelphia, Blakiston, 1941, 
presents a good short discussion, especially in Chapter 12. 
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flationary pressure and to absorb investment funds which might 
otherwise be placed in non-essential production and thus waste 
scarce productive resources. With respect to war profiteering, it was 
to be avoided not only on account of its social injustice but because 
of the opportunity it gave scarce and highly organized labor to drive 
for higher wages, both on grounds of elementary fairness and of the 
increase in living costs. Among experts, therefore, the function of 
excess profits taxation was regarded less as an anti-profiteer instru- 
ment than as one of many tools for the prevention of serious in- 
flation. 

During World War I excess profits taxation began in the United 
States as a pure war profits tax on munitions makers. By the Act 
of 1916, an excise was imposed upon net profits from the sale of 
munitions, very narrowly defined. It became evident rather soon, 
however, that war profits do not accrue only to the makers of some 
war instruments, and by two acts of 1917 profits taxation was made 
to apply to others than the sellers of munitions. The first of these 
two acts (March) applied only to partnerships and corporations, and 
was a hfg/i profits or excess profits tax since its base was those profits 
of any firm in excess of 8 per cent of invested capital. The second of 
these acts (October) provided essentially a war profits tax, whose 
base was profits in excess of the average of the '‘normaU years of 
1911-13. However, a high profits qualification was introduced by 
considering as normal profits only those up to 9 per cent of invested 
capital. The tax applied to all forms of business organization. By the 
Revenue Act of 1918 a new system, called the “War Profits and 
Excess Profits Tax,” was inaugurated. It applied only to corporations; 
the War Profits tax base was the excess profit in the taxable year 
over the average 1911-13 profit, while the Excess Profits tax base 
was profit in excess of 8% of invested capital. The taxpayer was liable 
for the larger of the two taxes.-^ 

The war and excess profits taxes were repealed in 1921. During 
the period of their operation ( 1917-22) they produced total revenue 
of more than $7 billion, nearly one-fourth of all federal revenue re- 

Some of the more intricate problems of profits taxation will be considered in 

connection with excess profits taxation in the Second World War. 
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ceipts of that period. Excess profits taxes exceeded income tax 
revenues during the war years 1917 and 1918. Curran’s analysis of 
the “netness” of excess profits tax revenues points out, however, that 
without profits taxes, personal and/or corporate income taxes would 
have been increased, for three reasons: (1) payment of profits taxes 
reduced the magnitude of the stream of dividends, and thus reduced 
the personal income tax base; (2) profits taxes paid were deductible 
from net income for corporate income tax purposes, and for indi- 
vidual income tax purposes when profits taxes were assessed against 
individual enterprises; and (3) the high excess profits tax en- 
couraged evasion and avoidance. Avoidance was possible by exces- 
sive expenditures on advertising and personnel relations, so as to 
reduce net income, and by postponing capital gains and realizing 
capital losses. Though the total revenue effect upon the income tax 
of such provisions and actions was probably considerable, it is 
nevertheless true that the excess profits tax was highly productive 
of net revenue. 

Some brief mention should be made of the Declared Value Ex- 
cess Profits Tax, originated in 1933 and repealed by the Revenue 
Act of 1945. This measure should not be regarded, however, as a 
serious attempt to tax excess profits in peace time, but rather as an 
adjunct of the Capital Stock Tax, whose life .span was identical with 
it. The Capital Stock Tax was levied at the rate of 0.1 per cent on 
the capital stock of a corporation. To avoid difficulties of evaluation, 
the taxpaying corporation was allowed to place its own value upon 
its stock. And in order to forestall too low valuation for tax purposes 
the Declared Value Excess Profits tax was employed, placing a tax 
of 5 per cent upon all profits in excess of 12/2 per cent of the declared 
capital stock value. It is reasonable to conclude that in general the 
revenues produced by the Declared Value Excess Profits Tax ($117 
million in 1945) should in fact be considered as Capital Stock Tax 

Curran, op. cit., p. 136. 

The corporation which giie.ssed wrongly as to its future earnings (it was 
assumed tliat the value of capital slock would be determined by capitaliza- 
tion of expected earnings) might well experience real penalty in this excess 
profits tax. It was not until 1942 that this situation was largely eliminated by 
allowing the corporation to revise the declaration of the value of its capital 
stock annually. 
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revenues ($372 million in 1945).^® Professor Groves has charac- 
terized these two taxes in the following terms: 

They add little to the tax system but complication, extra compliance 
costs, and occasionally capricious results, and they are essentially inimical 
to small companies. Calculation for these taxes is carried on in an artificial 
atmosphere all but divorced from reality; they are a lawyer’s plaything 
rather than a producer’s levy; and they serve principally as a monument 
to the misdirected ingenuity of taxmakers.^"^ 

The World War II excess profits tax was inaugurated in 1940. Al- 
though the United States was more than a year away from active 
military participation, her role as the “arsenal of democracy” created 
the type of war economic atmosphere to which an excess profits tax 
is a modern integral part. The taxpayer was allowed to choose 
whether to subject himself to a strictly war profits tax or a strictly 
excess profits tax. He was given the alternatives of calculating as 
“normal” ( and thus not “excess” ) profits those equal to 95 per cent 
of his average profits for the years 1936-39, or those equal to 8 per 
cent of his invested capital.-^ Only corporations were subject to the 
tax, and the computation of net profits followed closely the computa- 
tion of net income under the corporation income tax. 

Rates were subjected to several changes during the war period; 
in 1940 they were graduated from 25 per cent to 50 per cent, while- 
from 1944 on a flat rate of 95 per cent was imposed, with the over-all 
proviso that corporate income and excess profits taxes could not 
exceed 80 per cent of the corporation's surtax net income. The 
revenue produced by this tax during the war years is indicated 
on the next page.^ 

Annual Report of the Secretary of the Treasury, 1945, p. 724. 

Reprinted by permission from pp. 82, 83 of Postwar Taxation and Economic 
Progress, by Harold M. Groves, copyright, 1946, by the Committee for 
Economic Development and published hy the McGraw-Hill Book Company, 
Inc. 

Firms not in existence during the base period were of course required to 
compute their tax on the invested capital base. By an amendment of 1941, 
new capital invested was added to the base of 125% of its amount, in order 
to encourage expansion. Firms which had shown marked increase in profits 
during the period 1936-39 were allowed a normal profits base in excess of 
their average through the period. 

Statistical Abstract of the United States, 1946, p. 319. 
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As in the case of the World War I tax, this cannot all be considered 
net revenue, though particularly in the later years the net revenue 
contribution was very substantial. 



llEVENUE 

YEAR 

{$ millions) 

1941 

192.4 

1942 

1,670.4 

1943 

5,146.3 

1944 

9,482.2 

1945 

11,147.3 


Certain features of the World War II tax are worthy of considera- 
tion. The earlier rate schedules were progressive with the size of 
excess profits net income. It was not, therefore, adjusted to individual 
ability to pay, as individual abilities are in no marked degree cor- 
related with the magnitude of a corporation's excess income. In 1944, 
with the shift to a flat rate, consideration for the small enterprise 
(which would supposedly be more seriously affected by post-war 
adjustments) was introduced by raising the minimum of excess 
profits exempt from taxation from $5000 to $ 10,000. 

As noted above, the taxpayer was given his choice between two 
methods of computing excess profits. The income method based 
“normal” profits on the average of net income plus all advertising 
expenditures during the base period 1936-39. Ninety-five per cent 
of the average “normal” profit during the base period was regarded 
as “excess profits net income.” The term is somewhat misleading, but 
represents the amount of profits regarded as not excessive. This re- 
flects a presumption that actual profits during the base period were 
slightly above “normal.” To the excess profits net income was added 
8 per cent of additions to capital since the base period, to provide 
“normal” return on new capital (quite inconsistently, but 6 per cent 
of capital reductions since the base period were deducted from ex- 
cess profits net income). The base of the tax in any year was net 
income for the taxable year less “excess profits credit” (the sum of 
excess profits net income and 8 per cent of capital additions), less 
unused excess profits credit carried forward or backward two years, 
$25,000 after December 31, 1945. 
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and less the specific exemption $5000, $10,000 or $25,000 depending 
upon the year ) . 

The invested capital method involved a quite different computa- 
tion, to be used at the option of the taxpayer or in cases where the 
taxpayer was not operating during the base period.^^ This method 
looked toward taxation of ‘‘high” or “excess” profits, and determined 
the amount of excess by comparison of profits with a standard or 
appropriate return. Determination of the tax base by the invested 
capital method began with the net income of the firm for the taxable 
year. From this figure three deductions were made to determine 
taxable excess profits: (1) the percentage return on invested capi- 
tal considered “normal” and not excessive; (2) the specific exemp- 
tion of $10,000 or $25,000 (the latter for the year 1946); and (3) 
unused credit carried over from the preceding two years. In an out- 
line description of this sort numbers (2) and (3) require no 
elaboration, though the determination of “invested capital” should be 
explained. It consisted, in general, of the daily average of the net 
worth (capital, surplus, and undivided profits) of the corporation 
plus onc-half of borrowed capital represented by written evidences 
of debt. The inclusion of 8 (6 or 5) per cent of but one-half of 
borrowed capital in the excess profits credit is more liberal than was 
the 1918 law, which made no provision for inclusion of borrowed 
capital. On the other hand, no more than one-half of borrowed capi- 
tal was permitted on grounds that the allowed per cent of invested 
capital regarded as normal profit was in most cases far in excess of 
interest paid for the use of that capital. Without this limitation the 
profit position after taxes of the owners of a firm with a small pro- 
portion of equity capital and a large proportion of borrowed capital 
would be superior to that of a firm in the opposite circumstances. 
Such a provision would presumably encourage the retirement of 

If the taxpayer was operating during a part, but not all of the base period, 
he was entitled to use 8% of invested capital as base period income in any 
year during which he was not in operation. 

The percentages allowed were 8^ of the first $5 million of invested capital, 
6% of that amount between $5 million and $10 million, and S% of that amount 
over $10 million. The revenue objective is here evident. 

A cany-back for two years was also permitted. This would result in a refund. 
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debt out of net income, placing the firm in a somewhat stronger 
post-war position. 

A further provision of World War II excess profits taxation is 
of special economic significance. Concerns constructing, acquiring, 
or installing “war emergency facilities” were allowed to amortize 
the cost of such facilities over a period of sixty months. The pro- 
vision was included to encourage private provision of new war pro- 
duction facilities by considering their service life to be no longer 
than five years. The major risk in undertaking plant extensions lay 
in the possibility that they would represent excess capacity after 
termination of the war emergency. This amortization allowance was 
handled as a cost of operation deductible from gross income in ar- 
riving at the base of both the corporate income tax and the excess 
profits tax.'^^ To the extent that it was utilized, corporations should 
have emerged from the war in a position to undertake peacetime 
production with lower plant overhead. Some three-fourths of war 
emergency facilities are estimated to have been provided by federal 
government corporations out of Treasury borrowed funds,'*' the re- 
mainder representing private investment. Because of the tax pro- 
vision for rapid amortization, and the liberality of prices paid by 
government for war materials, government actually paid for a large 
share of that portion of emergency facilities normally provided by 
private concerns. It is quite possible that in terms of over-all effect, 
the provision of emergency facilities would have been cheaper to 
government if it had furnished the whole and increased its tax 
revenues by avoiding the amortization deduction. 

Finally, we have seen that the excess profits tax provided for a 
two-year carry-back or carry-forward of unused excess profits credit. 
Under the Revenue Act of 1945, which repealed the excess profits 
tax as of December 31, 1945, unused excess profits credits were al- 
lowed for a taxable year beginning before January 1, 1947. Thus, 
though there was no excess profits tax collectible on 1946 or 1947 

Computation of excess profits tax began with corporation normal tax net 
income. Thus the amortization deduction applied to calculation of both taxes. 
A. D. H. Kaplan has shown that of a total of $22 billion in new industrial fa- 
cilities created during the war just under $16 billion was financed with public, 
as distinguished from private, funds. (“Liquidating War Production,” in S. E. 
Harris, Economic Reconstruction, New York, McGraw-Hill, 1940, p. 133.) 
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profits, concoms were allowed to carry forward excess profits credits 
for those years. This meant that firms which in 1946 or part of 1947 
failed to earn amounts equal to what would have been allowed as 
excess profits credit when the tax was in force, could receive rebates 
to that extent from excess profits paid in 1944 and 1945. The intent 
of this provision was to assist firms through the reconversion period. 
Corporate reports indicate that many firms which showed profits in 
1946 actually made some part of all of these profits out of excess 
profits tax rebates. The charge made by representatives of organized 
labor that the tax refund provisions of the Act of 1945 made it 
possible for strike-bound firms to delay coming to terms in 1945 and 
1946 was undoubtedly true in some instances. By a curious twist of 
fate, in such cases a pro-labor government helped to finance em- 
ployer opposition to labor’s demands. 

Evaluation of Excess Profits Tax Experience in World 
War 11 The tax, designed to provide large war revenues, prevent 
the creation of “war millionaires,” and combat inflation, was only 
moderately successful. Large revenues were produced, though they 
doubtless could have been larger without discouraging production. 
The record of corporate profits after taxes shows no absence of the 
stuff of which millionaires are made. This is explained in Groves’ 
statement: “The war excess-profits tax is an example of the propensity 
of Congress to levy a tax at conspicuously high rates but with a 
relatively 'easy’ base.” Certainly the man in the street is not satisfied 
that the creation of war millionaires was prevented; nor did labor’s 
actions in the war and immediate postwar periods indicate official 
labor belief that war profits were reasonably moderated by the tax. 

As for the prevention of inflation, although the war record was 
good, the credit is due far more to direct price controls and rationing 
than to taxation. Obviously the excess profits tax alone could not 
hold the price line, even if it had operated perfectly. War experience 
indicates that what was needed was an effective companion to a 
more effective excess profits tax. A companion frequently recom- 

Reprinted by permission from p. 75 of Postwar Taxation and Economic 
Progress, by Harold M. Groves, copyright, 1946, by the Committee for 
economic Development and published by the McGraw-Hill Book Company, 
Inc. 



542 BUSINESS TAXES 


mended was a general “excess income tax,” which would apply the 
excess profits tax principle to other types of income and to profits 
derived from unincorporated businesses. It is probable, however, 
that a more vigorous increase in personal income tax rates combined 
with severe lowering of personal exemptions could have accom- 
plished the same purpose effectively.^^ The question may logically 
be raised why with heavier personal income taxation the excess 
profits tax could not have been dispensed with. The answer lies 
principally in the effectiveness of the personal income tax as then 
and now constituted in preventing the escape of undistributed 
corporate profits from income taxation. 

It is difficult to mourn the repeal of the excess profits tax. Its sole 
peacetime use, in view of the existence of other income taxes, would 
appear to be as an instrument for discouraging monopoly profits 
and thus discouraging monopolistic organization and practice. Yet, 
there must be more effective direct methods of dealing with the 
monopoly problem. The excess profits tax, if severe enough to con- 
fiscate monopoly profits, might at the same time discourage risk- 
taking and the furtherance of efficiency in production. And it might 
be effectively argued that the tax with which we have had experience 
favors the steady (though rather high) profit income which charac- 
terizes monopoly while burdening the fluctuating incomes typical 
of venturesome employment of capital in a competitive economy. If 
this is a fair observation a peacetime excess profits tax similar to 
that employed during the recent war might well encourage mo- 
nopoly.^® 


INCIDENCE OF BUSINESS TAXES 

To this point we have presented the rationale of a 
category of business taxes separate from those on property, income, 
and consumption, and have briefly described the principal types em- 
ployed by state and federal governments. These principal types are 

This recommendation was urged by (among others) Hart and Allen, op. cit., 
and Hicks, Hicks, and Rostas, op. cit. 

This is not to say that fiscal measures could have been substituted for direct 
controls, but that direct control could have been more effective and more 
simple with stronger fiscal support. 

Groves presents substantially this point, op. cit., pp. 76-77. 
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net income, excess profits, gross income, and capital stock taxes. Net 
income and excess profits taxes are typically not shifted, for reasons 
developed in the analysis of net income taxes in Chapter 13. The 
demand for a firm’s product being given, the imposition of a net 
income tax does not change that demand. This being the case, the 
firm’s choice of the proper quantity to be produced at the price the 
market will pay for that quantity does not change with imposition 
of the tax. The total income— price times quantity— which produces 
maximum net income before taxes will produce maximum net in- 
come after taxes. The fact of differential net incomes among vari- 
ous firms implies that even temporary experimentation with attempts 
to shift the tax forward would be discouraged because of unwilling- 
ness of nearer-marginal firms to go along. This discouragement would 
presumably be stronger in the case of the excess profits tax than in 
the case of the net income tax, since many firms would be sub- 
marginal in the excess profits sense. 

Though in the shorter run we are confident that the net income 
tax and the excess profits tax are not shifted, this fact in itself may, 
under certain circumstances, make possible some long-run shifting. 
If the tax IS general, applying over a broad geographical area and 
affecting all business concerns, shifting will not occur. But if the 
area of application is narrow, the long-run effect may be to decrease 
the number of firms operating in the taxed area. This would tend 
to increase demand for the remaining firms, creating possibilities for 
forward shifting. Such conditions might well obtain under unco- 
ordinated state business taxation— relative freedom from income 
taxation in neighboring states might well encourage the migration 
of business to those states.**^ And if the net income tax is imposed 
only upon certain classes of business (e.g., munitions manufac- 
tmers), the same type of shifting may occur. Such shifting is less 
likely when the net income tax is applied only to a given form of 

This assumes, of course, that the firm was maximizing its net income before 
the tax. It does not ignore the fact that sales policy— advertising, etc.— can 
change demand, but assumes that the firm has or would have utilized such 
resources to maximize demand with or without the tax. 

It is presumed here that a state which taxes the net income of its own busi- 
ness firms imposes equivalent taxes on foreign firms doing business in that 
state. 
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organization (e.g., corporations). Although in some lines of business, 
particularly those with heavy capital investment per unit of output, 
the corporate form of organization is virtually a sine qua non, in 
other lines business can be carried on by unincorporated concerns. 
We recognize, therefore, the possibility of long-run exceptions to 
the general rule that net income and excess profits taxes are not 
shifted. 

Gross income taxes typically are shifted. For the tax on gross 
income is essentially one which adds a decreasing amount to variable 
cost of production as quantity of output increases.**- We thus see 
again that the gross income “business” lax is merely an ad valorem 
sales tax. Marginal costs are increased by the tax, and therefore the 
point of maximum net income represents a smaller quantity and 
a higher price per unit. Consequently, some part of the tax is shifted 
forward; when demand is inelastic the tax is more completely shifted 
than under elastic demand conditions. But the gross income business 
tax is most notably applied by the states to businesses subject to 
public regulation (i.c., public utilities), and in this application the 
tax is virtually completely shifted. For under rate regulation the ob- 
jective is generally to establish rates which will provide a fair net 
return on investment. And since such regulated businesses do not 
typically fully exploit their demand possibilities— making higher 
rates possible without significant loss of business— and taxes are con- 
sidered an expense deductible before determination of net return, 
the regulated rates typically include the tax. We are justified in the 
conclusion that the gross income tax is largely shifted on to the 
buyers of products. 

The capital stock tax bears little relation to the quantity of a 
firm’s output. It is but an addition (and in practice a minor one) to 
the fixed costs of production. As such, it affects neither of the two 
determinants (marginal revenue and marginal cost) of the quantity 
of output productive of maximum net income to the firm. Assuming, 
therefore, that the firm is maximizing net income before the tax. 

Because the typical demand curve is downward sloping from left to riglit, 
gross income per unit falls and the tax per unit decreases as quantity increases. 
A more complete analysis of the incidence of gross income taxes appears 
on page 333. 
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there is nothing to be gained in changing either output or price. 
Under such circumstances the tax will not be shifted. On the other 
hand, there are minor long-run possibilities for shifting through 
migration, and the analysis follows the same pattern as is indicated 
in our discussion above of long-run shifting possibilities in the net 
income or excess profits tax. In addition, however, a capital stock tax, 
which falls indiscriminantly upon profitable and unprofitable corpo- 
rations, may cause elimination of marginal firms from the market, 
and thus increase demand facing those remaining. Under such cir- 
cumstances some long-run shifting would occur. This is the major 
difference between net income and capital stock taxes, in terms of 
incidence. The marginal firm is free from net income taxes, while it 
is not free from the capital stock tax. The long-run possibilities of 
forward shifting would thus be somewhat greater in the case of the 
latter than of the former. 

INCIDENCE AND THE RATIONALE OF BUSINESS TAXATION 

Earlier in this chapter we surveyed the bases upon 
which separate taxation of business is in some quarters thought to 
be justified. Aside from the blind groping for additional revenue, 
we noted that business taxation is based upon one or more of the 
presumptions of (1) special benefit to certain individual businesses 
or classes of business, (2) general benefits to all business flowing 
from governmental maintenance of a favorable business climate, and 
(3) the existence in business of a capacity to pay taxes distinct from 
the capacities of those who derive personal incomes from business. 
We have raised serious doubt as to the feasibility of using special 
benefit as a justification for general business taxation. And we find 
it necessary to reject the general benefit theory of business taxation. 
The grounds for such rejection are several. Thoroughgoing utiliza- 
tion of the principle of benefit taxation would require the elimina- 
tion of many governmental functions regarded as of primary social 
importance, since the beneficiaries cannot pay their own way. 
Furthermore, it is highly artificial to allocate general benefits among 
individual taxpayers, since by their nature such benefits are not 
allocable on any scientific grounds. In addition, where benefits are 
specific and individual enough to justify allocation, it is likely that 
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as revenue justifications these benefits have already served to their 
limit as justifications for price revenues and administrative revenues. 
And even general benefits implied in functions such as protection 
and education have already been overworked in supporting the 
theory of property taxation. 

With respect to supposed distinct capacity of business to pay 
taxes, we find that it rests upon a quite inaccurate view of the nature 
of income. No separate business capacity does exist, distinct from 
the capacity of those economically entitled to income from the busi- 
ness. Beyond this, however, is it not logically quite inconsistent to 
embrace both the principle of benefit and the principle of ability in 
constructing a theory of business taxation? As theoretical bases for 
the apportionment of the burdens of government costs among indi- 
viduals, each largely excludes the other. We are guilty of “working 
both sides of the street” by combining two largely exclusive con- 
cepts of equity. 

Having determined the equity basis upon which a tax is to be 
built, the second step is to determine the type of tax base which 
most properly implements the principle of equity in practice. A 
business tax measured by business net income almost completely 
denies the benefit principle, while the business tax bases of gross 
income, net premiums, or the amount of capital stock almost com- 
pletely deny the validity of the ability principle. Yet combinations 
of these bases arc to be found in the “business tax system” of nearly 
every state. This curious mixture of tax principles and tax bases 
results at times from practical diflBcuIties in the application of an 
accepted “ideal” principle or tax base, but it is feared that in the 
majority of instances the mixture results from frustration in the de- 
velopment of generally acceptable business tax theory and conse- 
quent retreat to the haven of revenue opportunism. 

One of the more serious sins of omission in business tax theory 
is its failure to relate tax incidence to tax justification.^^ Business 

The federal government is consistent in its adherence to a fallacious ability 
theory of business taxation. 

A striking example of this is Studenski, op. cit. Studenski begins by stating 
that separate taxation of business “can be justified on one or another of the 
following several grounds.” There follows a list of eight separate justifications, 
embracing the principles of benefit, ability, revenue needs, and control through 
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taxes whose incidence finally falls upon consumers of the products 
of business can hardly be justified in terms of special business benefit 
or ability. They are found to be but consumption taxes in disguise, 
and can be rationalized only in terms of consumption tax theory. We 
see here a demonstration of the importance of a fact so frequently 
reiterated throughout this book— that unless incidence is reasonably 
accurately determinable, the consequences of a particular tax may be 
quite foreign to theoretical intent. We feel sure that business net in- 
come taxes are rarely shifted, and that their burden falls upon the 
business with net income. Such taxes can thus be justified only by 
a demonstration of separate business ability to pay, a demonstration 
impossible of achievement. We are driven to the conclusion that no 
separate field for the taxation of business per se exists. 


taxation. One feels that his “one or another ’ sliould have been “one or more,” 
and tliat it would be simply impossible to apply the various justifications in 
terms of a single over-all business tax. Nevertheless, a business tax measured 
by the value added by the firm— value of gross product less cost of materials— 
is recommended as best meeting the theoretical requirements. To this point in 
the analysis one has the uneomfortable feeling that he has been carrying 
water ii a sieve. The discussion of incidence, however, shows that incidence 
would typically be largely on consumers, though it “would most likely vary 
greatly from industry to industry, depending on its nature and the relative 
elasticity of supply and demand and existence of competition or monopoly 
therein” (pp. 653-4). We cannot quarrel with the incidence analysis itself, 
but the incidence conclusions seem to have little relevance to the rationale 
of the tax. This tax is principally justified in terms of governmental benefits 
conferred upon business enterprises and the special taxpaying capacity of 
those enterprises. Yet, the incidence, so far as it is known, would fall largely 
upon consumers, whose benefits or whose ability aie not regarded as entering 
into the tax justification. We are not disposed to single out this study for 
criticism. It does, however, fairly represent the thinking of supporters of 
separate business taxation, and illuminates the logical weaknesses inherent 
in that thinking. 

The author is fully aware that the conclusions from analysis of various kinds 
of taxes have been essentially negative with respect to most tax measures 
now in use. In view of but minor concern over the level of expenditures in 
modem times implied in early chapters and the insistence that public debt 
is not burdenless, the reader may well ask, “Where's the money coming from?” 
The next chapter will suggest an additional tax measure of which we might 
better rid ourselves. Let us admit that we are imposing upon ourselves major 
responsibilities for. recommendations which will insure adequate revenues. 
Such considerations appear in Chapter 24, “Integration of the Tax System.” 
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CHAPTER 23 


TAXES ON EMPLOYMENT 
AND MISCELLANEOUS TAXES 


Our survey of major types of tax measures would not 
be complete without some attention to several miscellaneous taxes. 
Of these the employment taxes introduced by the Social Security Act 
of 1935 are of real consequence, both in revenue productivity and in 
economic effects. A major part of this chapter will be devoted to the 
payroll taxes created by the Social Security Act, which can be easily 
identified by the specific allocation of their revenues to old-age and 
unemployment compensation reserve accounts. Those other elements 
of the social security program— old-age assistance, aid to the blind, 
and aid to dependent children— which are financed by grants of 
federal funds matched by the states, are generally met from the 
general funds of the federal and state governments.^ Since their 
financing has not generally given rise to special earmarked taxes, ^ 
we shall not be concerned with them here. We shall bring into this 
chapter a short discussion of the poll tax and of the federal “Unjust 
Enrichment Tax,” two minor taxes which our survey of tax measures 
cannot completely ignore, 

^ The titles of the Social Security Act creating special earmarked taxes are that 
providing old-age and survivor annuities (Title VIII) and that establishing un- 
employment compensation (Title IX). 

^ These social security expenditures from general funds have been partially re- 
sponsible for increases in state gasoline taxes, and for the spread of state 
personal income and sales taxes. In a few cases new earmarked taxes have 
been created, e.g., Connecticut made of its poll tax an old age assistance tax. 

549 



550 TAXES ON EMPLOYMENT AND MISCELLANEOUS TAXES 


TAXES ON EMPLOYMENT 

The Old-Age Annuities Taxes The old-age insurance 
benefits of the Social Security Act are administered entirely by the 
federal government. Benefits are paid to retired persons after reach- 
ing age sixty-five, and the amount of annuity payment is roughly 
related to the wages of the employee at the time of retirement. Be- 
cause of increasing average age of the population of the United 
States— resulting from declining birth- and death-rates— it was evi- 
dent from the beginning that the annuity load would become in- 
creasingly heavy. The reserve principle was therefore adopted, em- 
ploying some features of private insurance. Under this plan annual 
contributions to the Treasury during the early years of the plan 
would exceed benefit payments, the excess creating a reserve fund 
the interest upon which would be added to current contributions to 
meet benefit payments in later years. 

The system of contributions was to employ a tax instrument 
rather than to collect individual premiums. Actually, two taxes were 
imposed to provide funds for old-age benefits: a tax upon the wages 
of the employee, withheld from his pay by his employer, and an 
excise of equal amount upon the employer. Each of these taxes was 
to begin at 1 per cent for each year between 1937 and 1944, to rise 
to 2 percent in 1945, to become 2/2 per cent between 1946 and 1948, 
and to become permanently established at 3 per cent in 1949.^ 
Eventually, therefore, the combined annual contribution of em- 
ployers and employees was to be 6 per cent of wages or salaries. 
Exemptions from the tax (and from benefits) are made both with 
respect to certain employments and to certain wages and salaries. 
Those persons not covered by the Act include: self-employed per- 
sons, domestic servants, casual laborers, agricultural laborers, gov- 
ernment employees, employees of non-profit organizations, workers 
over sixty-five years of age, and certain merchant seamen. It is esti- 
mated that approximately one-third of workers in the United States 
are not covered by this title of the Act. Wages and salaries in excess 

^ By a succession of amendments the 1 % rate has been retained through fiscal 
1948. 
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of $3000 per year are likewise not covered; retired workers receive 
benefits on the basis of “wages” not in excess of this amount, and 
the employment taxes do not apply to this excess. 

In fiscal 1946 the combined old-age taxes on employers and em- 
ployees produced approximately one and one-fourth billions for cur- 
rent payment of claims and additions to the reserve account. Total 
collections from 1937 through 1946 amounted to $8.4 billion.^ The 
old-age and survivors reserve balance stood at $7.6 billion at the 
end of fiscal 1946.'* 

Unemployment Compensation Taxes The unemploy- 
ment compensation provisions of the Social Security Act place major 
administration of the system in the hands of the states, with reason- 
able uniformity in state action accomplished by federal influence. A 
federal unemployment compensation tax is imposed upon employers 
of eight or more persons in non-exempt employments.^^ The tax be- 
gan in 1936 at 1 per cent of wages paid to employees subject to the 
tax, rose to 2 per cent in 1937, and reached the permanent level of 
3 per cent in 1938. As in the case of the old-age insurance taxes, 
wages and salaries in excess of $3000 per year are exempt from the 
tax. Federal influence working toward state uniformity is evident in 
the credit allowed against the federal tax in the amount of 90 per 
cent of state unemployment compensation taxes paid. Thus, for 
each $30 assessed by the federal tax against an employer in a state 
with an approved unemployment compensation system, $27 is 
credited to him for state unemployment taxes paid. If the state tax 
rate is 2.7 per cent (the federal rate being 3 per cent), this em- 
ployers total federal-state tax is $30, $27 going to the state and $3 
to the federal government. If a state chose to enact no federally ap- 
proved unemployment compensation law, the federal tax on its em- 
ployers would be collected, but the funds would not be available 
for unemployment benefits to their employees. The effect of the 

^ Annual Report of the Secretary of the Treasury, 1946, pp. 412, 413. 

“ Ibid., p. 569. Cumulative interest receipts from investment of the trust fund 
between 1937 and 1946 were just over two-thirds billion dollars, while cumu- 
lative expenditures from the account were just over one billion dollars. 

° Exempt employments are essentially those exempt under the old-age benefits 
title. 



552 TAXES ON EMPLOYMENT AND MISCELLANEOUS TAXES 

credit provision has been enactment of approved systems by all 
states, with maximum tax rates generally at 2.7 per cent,"^ to receive 
the full benefit of the federal credit. 

The system of unemployment compensation was set up to pro- 
vide benefits when unemployment occurs. Considerable enthusiasm 
has been shown for reducing the incidence of unemployment by 
creating tax incentives for stabilizing employment. Under various 
“merit rating” or “experience rating” plans, forty-four states and the 
District of Columbia grant unemployment tax relief in the form of 
lower rates to those employers with good records in regularizing 
employment. In such states the applicable tax rate may fall as low 
as zero for employers with the highest merit rating.® The federal act 
recognizes the merit rating plan by considering merit-abated state 
taxes as if they had been paid in calculating the federal credit. Sup- 
pose, for example, that the federal tax at 3 per cent on an employer 
were $3000, and the standard state unemployment tax rate were 2.7 
per cent. If the employer actually paid the standard rate, he would 
pay $2700 to his state and $300 to the federal government. Suppose, 
however, that because of high merit rating with the state his unem- 
ployment tax rate were .5%. He would actually pay $500 to the state 
and $300 to the federal government, the difference ($2200) being 
credited to him by the federal government even though not paid to 
the state. It is important to note that state merit rating systems must 
meet federal approval before merit abatements are deductible as 
part of the federal credit. In those cases where state tax rates are 
higher than 2.7 per cent, no part of the excess can be claimed as 
credit against the federal tax. For the federal credit is 90 per cent of 
the federal tax, not of the state tax. Those states which have adopted 
rates higher than 2.7 per cent of payrolls are not only employing 
merit incentives, but demerit penalties to encourage stability of em- 

As of September 1, 1946, thirty-two states and the District of Columbia im- 
posed employment taxes at a maximum rate of 2.7% of payrolls. Sixteen states 
applied higher maximum rates. (Tax Systems, 10th ed., Chicago, Commerce 
Clearing House, 1946 (pp. 265-8). We speak of maximum rates to take 
cognizance of lower rates provided by the merit rating system, discussed in 
the following text paragraph. 

^ Ibid. The most popular minimum rates are 0% (5 states), .5% (12 states), 
.9% (7 states), and 1% (9 states). 
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ployment in firms. Four states impose wage taxes upon employees 
as well as payroll taxes on employers. The federal law allows no 
credit for such taxes paid.® 

State employment tax collections are deposited in the federal 
Unemployment Trust Fund. By the end of fiiscal 1946 the balance 
in the Fund was $7.4 billion, representing 73 per cent of cumulative 
deposits from the states since 1936. During the war period of high 
employment, contributions to the fund were heavy ( though reduced 
by almost inevitably high merit ratings) and withdrawals light. 
During 1946 unemployment due to industrial reconversion and 
demobilization of the armed services slowed down the wartime rate 
of accumulation of the fund. The rapid growth of the reserve fund 
generated some unsuccessful agitation for reduction of federal un- 
employment tax rates immediately following World War II. 

Incidence of Social Security Taxes on Employments^ 
We have noted three different taxes based upon employment in- 
troduced by the Social Security Act; the unemployment tax imposed 
upon employers; the old-age benefits tax imposed upon employers; 
and the wages tax on employees. Since the provision of retirement 
income benefits and of unemployment compensation represent dis- 
tinct projects, it is reasonable and almost inevitable that they be 
financed by distinct taxes. But the provision of two separate taxes 
to provide old-age benefit funds suggests an intention that such 
funds should represent joint contributions from employers and em- 
ployees. If this is a fair observation concerning legislative intent, it 

“ This would be hardly possible without a federal unemployment compensation 
tax on employees. Those states which have auopted such taxes have ap- 
parently reasoned that the employee should make contribution to reserves 
created for his benefit. This implies a sorry ignorance of the incidence of em- 
ployer taxes, as we shall see in the next section. 

Annual Report of the Secretary of the Treasury, 1946, p. 572. 

“ The appearance of tlie social security employment taxes in the thirties gen- 
erated a great deal of intere.st in the question of their incidence, and conse- 
quently some significant additions to incidence literature. Notably 
tions from that literature are the following; J. K. Hall, Incidence of Federal 
Social Security Pay Roll Taxes,” Quarterly Journal of Economics, November, 
1938; Russell Bauder, “Probable Incidence of Social Security Taxes, Amert- 
can Economic Review, September, 1936; Eveline M. Burns, “Financial Aspec^ 
of the Social Security Act,” American Economic Review, March, 1936; S. E. 
Harris, The Economics of Social Security, McGraw-Hill, 1941, Part 111. 
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is reasonable to assume legislative expectation that the two taxes 
would carry separate incidence. It appears that incidence of the 
wage tax upon employees was expected to be upon employees, en- 
couraged by the procedure of employer deduction of the tax from 
the employee’s wages on pay day. On the other hand, the incidence 
of the payroll tax on employers was expected to be upon them, pay- 
ment to be made out of the profits of the firm. 

Such a view of incidence assumes, however, that none of these 
taxes is shifted. Yet one or more price vehicles are available in the 
case of each of the social security taxes. The tax deduction from the 
worker’s pay could conceivably result in an increase in basic pay, 
so as to shift this tax forward. Employer taxes based upon payrolls 
could conceivably be either shifted forward in the price of the 
product to the buyer, or backward in reduced payment to one or 
more of the factors of production. The problem of incidence is to 
determine which of the three possible groups— employers, employees, 
consumers— actually does (do) bear these taxes. We consider first 
the old-age benefits tax upon the employee. One per cent of his 
wages is deducted as earned; the impact of the tax is thus upon 
labor’s wages in the first instance. There are several good reasons 
for believing that little forward shifting occurs in the typical case. 
The first reason is that, the tax being quite general in application, 
there is practically no possibility of escape from it by migration to 
another job. Virtually the only possibility of avoiding incidence of 
this tax is to migrate into a type of employment exempt from its 
payment. The tax-free employments are not sufficiently extensive to 
provide the possibility of serious migration, and occupational and 
other aspects of labor immobility would further prevent the likeli- 
hood of such migration. For this reason there is little probability of a 
decrease in the supply of labor in taxed employments. And it is 
especially unlikely that the tax would result in any noticeable with- 
drawal of workers from the market. Thus a long-run tendency for 
wages to rise in taxed employments as a result of migration or volun- 
tary idleness is unlikely. 

The second reason is that the tax provides funds for retirement 
income of laborers, partially eliminating the need for private saving 
for old age. Recognition of this fact by the worker is likely to weaken 
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any determination he might have otherwise had to tiy to shift the tax 
to his employer. In many instances the social security tax is but a 
substitute for private saving from current income, and thus the in- 
cidence of the tax involves no new or additional burden upon the 
worker. And even when voluntary saving had not occurred previ- 
ously, the forced savings plan of social security may be accepted by 
the worker as coercion to do only what he should have been doing. 
Many workers consider the insurance to be worth more than its cost. 
Our point here is that the purpose for which the funds are used tends 
to weaken the urge to attempt to shift the tax to the employer. 

A third reason for believing that the incidence of the tax is upon 
the worker is that the tax itself is small. A one per cent tax on 
wages typically somewhat above a subsistence standard hardly justi- 
fies agitation for a wage increase. It is doubtful that even the often- 
postponed 3 per cent tax would generate much pressure for an at- 
tempt at forward shifting. Certainly in a typical case the tax deduc- 
tion from the worker s wages is like a net income tax, since it is 
hardly of sufficient size to encroach seriously upon his standard of 
living. 

Over all, therefore, we find little possibility of escape from the 
impact of the tax by transferring to untaxed employment, accom- 
plishing a long-run reduction in labor supply in those firms and thus 
raising wages. In addition, it is highly unlikely that the size of the 
tax, the manner in which it is imposed, or the use to which the 
funds are to be put, would encourage attempts to shift it. Further, 
it seems generally agreed that among all shares in distribution, wages 
are least resistant to tax shifting, and thus an attempt on the part of 
the worker to shift the tax forward would probably be unsuc- 
cessful. 

The two social security taxes on employers— the unemployment 
compensation tax of 3 per cent of eligible payrolls, and the (now) 
1 per cent tax on payrolls for old-age annuities— are similar in impact 
and in incidence. We consider them first as if they were but a single 
tax, later pointing out differences which may condition their inci- 
dence. Three possibilities of incidence present themselves: the wage 
vehicle is present for possible backward shifting, the price of the 
product to buyers constitutes a possible vehicle for forward shifting, 
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and if neither were possible the burden of the tax would remain 
upon the employer as a deduction from his profits. Of these three 
possibilities it is least likely that the employer will bear the tax. Let 
us recognize that the combined excises impose upon the employer a 
tax of approximately 4 per cent of his payroll. If the incidence of 
these combined taxes were upon profits of employers subject to them, 
a marked reduction in net profit would occur. Since the tax would 
involve a heavy burden upon profit incomes, it is unquestionably true 
that entrepreneurs would make every effort to shift it. It may be 
granted that, when the tax is a minor one, impact is likely to be an 
important determiner of incidence. For when the tax is insignificant 
the person who first pays it is likely to bear it rather than to under- 
take the process of shifting against inevitable obstacles. But when 
the tax is large, the effort of shifting is of lesser significance, 
and he will experiment with whatever possibilities exist for shift- 
ing. 

Granted that the employer would be anxious to shift this tax, we 
consider the probable success of the shifting effort. We first consider 
possible forward shifting through an increase in the price of the 
product to the buyer. A tax on payrolls obviously bears close rela- 
tion to marginal costs of production. Taxes paid on the wages of 
workers are similar to the costs of materials used in production. An 
increase in marginal costs is tantamount to a decrease in supply, and 
results in some increase in price. If the demand for the product is 
relatively elastic, an increase in price will entail major reduction in 
quantity marketable, and will almost inevitably decrease the seller’s 

“Approximately,” because ( 1 ) merit rating systems in use by most states may 
reduce the rate of the unemployment compensation tax of a given firm, (2) 
some minor group of employees may be in one of the several exempt classes, 
and (3) wages and salaries above $3000 per year are untaxed. 

In 1944 approximately $66 billion in wages were subject to these taxes. 
(Social Security Board, Social Security Yearbook, 1944, p. 58.) At 4% this 
would represent a tax of $2.6 billion. It is impossible to determine the com- 
bined profits of those firms subject to the tax. However, in 1944 the net 
income of corporations and of other non-agricultural enterprises totaled ap- 
proximately $22.0 billion (Statistical Abstract of the United States, 1946, 
p. 270). This figure undoubtedly considerably overstates the profits of firms 
subject to tax, though even if this figure is taken, the tax would reduce net 
profits by about 12%. 
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net income. The resistance of buyers to forward shifting is far less 
vigorous when demand is inelastic and but slight decline in quantity 
sold accompanies increased price. 

It is doubtful that any serious resistance to forward shifting is to 
be found in competition from untaxed employers. It is sometimes 
argued that the existence of untaxed employments will make shifting 
difficult by taxed employers, since there is no urge to raise prices in 
the former. But the validity of this argument depends upon the effec- 
tiveness of competition between taxed and untaxed employers. In 
the case of the 1 per cent tax on payrolls for old-age benefits, the 
principal exempt employers are agriculturalists, governments, non- 
profit organizations, and employers of domestic servants and casual 
workers. The general categories of taxed employments are industrial 
production, finance, and wholesale and retail trade. Clearly there is 
little opportunity for substitution of the products of untaxed em- 
ployers for those in taxed lines. This observation implies that taxed 
employers will not to any important degree be inhibited from at- 
tempting to shift the tax forward for fear of losing their markets to 
untaxed employers who have no incentive to follow suit. There is 
somewhat greater possibility of competition between taxed and un- 
taxed employers in the case of the 3 per cent unemployment com- 
pensation excises on payrolls. For this tax not only exempts the em- 
ployments mentioned above, but adds two other completely or 
partially exempt groups: those employing fewer than eight employ- 
ees, and whose records for stability of employment are such as to 
grant them the benefits of lower tax rates under the merit rating sys- 
tem. With the possible exception of the retail and service trades, the 
employers of fewer than eight persons do not figure large enough in 
the total picture to offer a serious competitive threat, especially in 
view of the fact that any marked substitution of their products for 
those of larger employers would place them in the taxed class them- 
selves. The possibility of competition from those employers with 
higher merit rating and thus lower tax rate is less clear. The merit 
rating of a given employer is not likely to be stable over long 
periods. The impact of cyclical and technological change will prob- 
ably be stronger in the typical case than the merit rating incentive. 
It would seem reasonable to expect, therefore, that merit ratings rise 
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and fall more or less uniformly for large groups of employers. To 
the extent that this does occur, there is less competitive differentia- 
tion among employers at a given moment than might be expected. 
Furthermore, differences in merit rating at a given moment among 
competing employers, though they impose different rates of unem- 
ployment tax, will frequently entail compensating expense to the 
highly rated employer. If in the face of cyclical or seasonal decline 
in sales employment is maintained at a stable level, this stability 
(and high merit rating) may be attained by the incurring of expense 
which at least partially offsets the tax rate advantage. And if stability 
in employment is maintained by hesitancy in adopting technological 
improvements it is likely that a differential in cost of production 
partially offsets tax benefits. On the whole, therefore, we conclude 
that in the case of neither of the employer payroll taxes does com- 
petition from lower- or non-taxed employers significantly discourage 
forward shifting. 

It seems clear that employers typically will bear but a small part, 
if any, of the taxes on payrolls, since these taxes offer essentially 
the same forward-shifting possibilities as do general taxes on con- 
sumption. We have still to consider, however, the possibility that 
such taxes may be shifted backward to the workers in reduced “take 
home pay.” The general consensus of those economists who have 
written on the subject appears to be that backward shifting of the 
employer taxes is the most likely of the various alternative possibili- 
ties. The reasoning leading to this conclusion is essentially the same 
as that which concludes that the incidence of the income tax on the 
laborer’s wages rests with him. That is, the same reasons why the 
worker cannot shift his wage tax forward explain why his defenses 
against backward shifting of the employers’ taxes are weak. The first 
of these reasons is that workers cannot shift from taxed to untaxed 
employment in order to avoid acceptance of incidence. If such 
migration were possible the supply of labor in taxed employments 
would decline, and the wages of those remaining could rise to in- 
clude the tax. But all of the factors contributing to labor immobility 
militate against migration, and particularly the fact that entrance 
into the exempt employments would involve occupational change. 
In addition, the area of untaxed employment is relatively small as 
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far as the aptitudes and training of the average covered laborer are 
concerned. Finally, migration to untaxed employment means migra- 
tion to employment not covered by the benefits of old-age insurance 
and/or unemployment compensation. 

A further reason for believing workers to be liable to the 
incidence of payroll taxes is that these taxes do not increase the 
demand for goods in general. Thus the demand for labor in general 
would not increase. On the other hand, attempts to raise prices to 
shift the tax forward would result in some decline in output and 
in employment. Under conditions of labor competition and typically 
inelastic labor supply the new equilibrium would be expected to 
occur at lower net wages, and the tax in the long run would be 
shifted backward. There are always, of course, short-run qualifica- 
tions of the conclusion that the employer payroll taxes are largely 
shifted to labor. Producers under cost-plus contracts (e.g., in war- 
time production for government) can generally shift these taxes 
forward in the price of the good. Likewise, in boom periods of labor 
shortage and great demand for products there will be less resistance 
to forward than to backward shifting.^'* And at the time of in- 
stitution of payroll taxes on employers existing wage contracts will 
prohibit backward shifting for the duration of those contracts. Un- 
doubtedly in the long run more effective bargaining organization 
by employees will shift a larger share of the tax to unorganized 
buyers of the product. 

A final reason to expect general backward shifting of the taxes 
is found in the use to which the funds are put. We have already 
noted that migration from taxed employment to untaxed employ- 
ment will be hindered by labor realization that such migration 
terminates rights to social security benefits. This fact may be 
generalized, to indicate that labor s resistance to backward shifting 
is weakened by general feeling both by labor and by the public that 

Neither the size nor the duration of unemployment benefits is sufficient to 
encourage permanent unemployment in preference to absorption of the tax in 
slightly lower wages. 

Conversely, in depression periods, unless there are major public works and 
work relief programs in operation, labor^s defenses against backward shifting 
are weak, while low demand for goods makes buyer defenses against forward 
shifting strong. 
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the benefits of social security accrue to labor and that the major 
part of the expense should therefore be borne by labor. And if it is 
commonly agreed that the incidence of all such taxes should be upon 
workers, there is greater likelihood that incidence will be upon 
them.^® In summary we find the incidence of the social security taxes 
to be principally upon employed workers. The wage (income) tax 
deducted at the time of wage payment is clearly upon the wage- 
earner. The two excises imposed upon employers and measured by 
their payrolls differ in two principal respects : ( 1 ) the unemployment 
compensation tax is by a considerable amount more severe than the 
old-age benefits excise, and (2) the former partially or completely 
exempts some wages not exempt under the latter. It is believed, 
however, that neither of these nor a combination of both has signifi- 
cant effect upon incidence. It seems clear from the evidence, though 
admittedly the conclusion involves weighing tendencies against one 
another, that the major part of the incidence of the excises is upon 
employed labor in the long run. The remainder of incidence is upon 
buyers of the products sold and upon the sellers, the major share 
of this remainder being upon buyers. These are generalizations 
which do not ignore the fact that the lines of least resistance to 
shifting vary among firms, among industries, and with changes in 
cyclical conditions. It is worth observing that historical conditions 
have been such as to strengthen the analytical conclusion that 
incidence is principally upon labor. The social security taxes 
originated during a period of rising wages and retirement of govern- 
mental relief programs. Such conditions make absorption of the 
taxes by labor more likely. And once shifted, so that tax incidence is 
merged in going wage rates, the friction of tradition makes for 
permanence. 

Common presumption that the burden of financing social security should be 
wholly upon the worker is not to be taken as clear evidence tliat this is where 
the burden logically belongs. Since unemployment is likely to be a serious 
problem principally as an effect oi the business cycle, such a presumption 
implies that labor as a class is responsible for its occurrence. This implication 
is clearly unreasonable. And it would be very difficult to demonstrate tliat 
old-age dependency in the absence of retirement annuities is wholly the fault 
of labor. Maintenance of over-age and unemployable workers is obviously a 
cost to be borne by the economy which leaves them at termination of em- 
ployment without adequate Bnancial reserves of their own. 
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Socml Security Taxes in the Revenue System The 
titles of the Social Security Act providing respectively old-age 
benefits and unemployment compensation have exclusively claimed 
our attention in this discussion because they provide special taxes for 
their financing. It is desirable, however, to outline briefly the larger 
connection between the tax collections, the payment of benefits, and 
the handling of funds, in preparation for study of the compensatory 
aspects of the social security system. The major part of unemploy- 
ment compensation excises upon employers is collected by the 
states and deposited to the credit of the particular state in the federal 
Unemployment Trust Fund. The Unemployment Trust Fund is in- 
vested by the Social Security Board in United States government 
securities, and interest on these investments is paid to the Fund by 
regular appropriation of Congress. The old-age benefit system is 
wholly federal; the taxes on employers and employees are paid into 
the Old Age and Survivors’ Insurance Trust Fund, and benefits are 
paid from the Fund. This Fund is likewise invested in Treasury 
securities. 

Both plans aim to accumulate reserves in good times which may 
be later drawn upon for benefit payments. In the case of unemploy- 
ment compensation it is admitted that unemployment is not an 
“insurable risk,” since there is no such thing as an unemployment 
experience pattern which may be depended upon to repeat itself. 
The plan calls for payment of benefits only so long as the reserve 
funds are adequate, and although the federal government might feel 
compelled to carry on benefit payments if state funds became ex- 
hausted, the law does not provide for it. The reserve fund for old- 
age benefits contemplates accumulations for a period in excess of 
withdrawals, so that as the average age of the population increases 
benefits may be paid from the reserves to supplement current tax 
collections. Analogy with private insurance breaks down further 
when we recognize that benefits are not paid according to contract 
but according to law. The amount of the benefit paid is determined 
by the wage history of the beneficiary, and not his individual con- 
tributions to the funds. (Since contributions are based on wages 
there is some rough relation of contributions to benefits, but the 
relation is by no means as precise as in private insurance. ) 
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The absence of correlation between individual contributions and 
individual benefits suggests that these two social security programs 
have little in common with private insurance contracts. They are 
more logically considered as of the same pattern as state highway 
expenditures, where special taxes on motorists are covered into a 
special highway fund, which is then utilized for highway construc- 
tion and repair. If the highway fund is inadequate to finance a road- 
building program the difference is provided by appropriations from 
the general fund. Both social security programs provide for the 
building of surplus funds in favorable times and their use when 
required to meet legislated benefits. It is highly likely that the states 
would provide considerable amounts of general funds if the un- 
employment compensation reserve fund were depleted. And it is 
equally probable that deficiencies in the old-age reserve account 
would be made up from the general funds of the federal Treasury 
before benefit payments were reduced. 

In the case of the latter, failure of Congress to impose old-age 
taxes at rates contemplated in the original reserve scheme can 
reasonably be interpreted as acceptance of a part of the old-age 
obligations as a charge upon general revenues. There are, indeed, 
those who oppose the accumulation of reserves for payment of old- 
age benefits. They reason that each generation should and does 
take care of its aged. When current old-age tax(‘s equal current 
benefit payments this is clearly being done. But even under the 
reserve plan the same results occur. For a current excess of tax 
receipts over benefit payments increases the Old Age Trust Fund, 
which like the Unemployment Trust Fund, is invested in Treasury 
securities at current interest rates. The borrowing of these surplus 
funds by the Treasury makes possible their use for the payment of 
general government expenses. As a matter of fact, therefore, collec- 
tion of social security payroll and wage taxes in excess of current 
benefits provides funds for general expenditure, while in the future 
if current taxes are inadequate to meet benefit obligations the 
difference must come from general revenue sources. Thus each 

It does not follow, of course, that use of surplus funds for general expenditure 
represents a betrayal of trust. It has been argued in presidential campaigns 
since 1936 that an irresponsible government squandered social security re- 
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generation does care for its aged and unemployed, whether or not 
reserves are accumulated. The reader will note that this is also true 
whether the social security scheme is governmental or private. For 
consumption at any time is made possible by current production. 

COUNTER-CYCLE SOCIAL SECURITY TAXATION 

The social security payroll taxes are among the most 
regressive of all taxes in their economic effects. Their incidence is 
principally upon the lower-income wage-earning class and to a much 
lesser extent upon consumers. They are peculiarly regressive in terms 
of income because they are proportional to wages only up to $3000 
per worker. Since wages represent substantially the whole income 
of the typical wage-earner it is as if the taxes were at flat rates on 
income up to $3000 and at zero rate above that level. The long-run 
implications of such taxes for the general level of consumption in 
the economy are therefore clear, and they operate precisely in the 
wrong direction. The inauguration of the social security taxes thus 
introduced a significant element of regression into the tax system as 
a whole. 

Granted their persistent long-run downward pressure on the level 
of consumption, their burdens become more intense in depression 
than in prosperity. This is true in spite of the fact that no payroll 
taxes are paid by or for the unemployed worker. But little comfort 
can be taken from unemployment as an escape from the tax. And for 
those who remain employed, probably at lower wages, the flat rate 
of tax imposes a heavier burden. Added to this is the fact that in 
depressed markets and with extensive unemployment the resistance 
of consumers to tax shifting strengthens while the resistance of 
workers weakens. Thus less forward shifting and more backward 
shifting of the taxes onto employees is likely. 

On the other hand, the old-age security and unemployment corn- 

serves on “boondoggling” projects. If this were not true, why do the social 
security reserves contain nothing but government debt.f* The implication of 
fraud is, of course, absurd, for it could be made witli equal force against all 
private insurance companies, whose cash holdings are always less than their 
legal reserves. So long as the obligation to pay benefits is honored and revenue 
resources are sufficent to support the obligation, it would be utter folly to ac^ 
cumulate huge reserves of cash. 
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pensation programs offer one of the few opportunities for reasonable 
application of the benefit principle in taxation. For a large share of 
the benefits of these programs accrues to individual insured workers. 
And since these individual benefits are in the nature of cash pay- 
ments, there is no diflBculty involved in measuring the amount of 
benefit in the individual case. In fact, it is reasonable to consider the 
social security tax payments as the approximate equivalent of prices 
paid for insurance services. So considered, the regressiveness of the 
payment is of less concern than would be the case if such taxes were 
simply covered into the general funds of government and used for 
general governmental purposes. 

At the same time, there are important elements of general social 
benefit— as distinguished from individual benefit— in such social 
security programs. Prevention of dependence of the aged and the 
unemployed, and maintenance of a higher level of consumption, are 
objectives in the general good. It is therefore logical that something 
less than full reserves be accumulated out of payroll taxes, and that 
the remainder be a charge upon the general funds. 

Though social security taxes upon workers' wages are regressive, 
their burdens are distributed roughly in accordance with the dis- 
tribution of social security benefits. And there are definite morale 
advantages in making the worker feel entitled to his benefits because 
he has paid for them. Further, the assumption of a major part of 
the expense of the program by its beneficiaries may well serve to dis- 
courage irresponsible drives for extension of the benefit system be- 
yond the limits established by the productivity of the economy. There 
thus appear to be reasonable grounds for continuation of the system 
of tax contributions by those who stand to benefit individually. How- 
ever, such a system offers little opportunity for counter-cycle adjust- 
ment of the payroll taxes, except as employment and wages vary 
through the cycle and thus possess some elements of built-in adjust- 
ment. With respect to such adjustment it is fortunately not likely that 
tax collections in recession and depression will approach the volume 
of benefit payments, and therefore income-generating deficit spend- 
ing will automatically occur. And in prosperity, tax collections will 
almost inevitably exceed benefit payments. Such further adjustment 
to cyclical conditions as is needed— and far more will be needed— 
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should come from outside the social security program. That is, other 
governmental expenditures and other elements of the tax system 
must provide elasticity sufficient to offset the rigidities of the social 
security program and to bring the whole fiscal system into ap- 
propriate balance with respect to counter-cycle requirements. 

We turn now to a brief description of two kinds of taxes whose 
importance earns for them only brief mention. Though of minor 
significance, they should not go unmentioned; on the other hand, 
each is peculiar to itself, defying classification along with any of 
the major taxes previously discussed. We therefore bring them in at 
this point, as miscellaneous taxes briefly discussed at the end of our 
survey of tax types. 

POLL AND CAPITATION TAXES 

The principal taxes of local governments in the early 
period of American history were those on “polls and rateable estates.” 
The later was the property tax, while the former was a flat amount 
levied upon persons. The term “poll tax” has become more common 
than “capitation tax” or “bead tax,” because it implies the usual 
limitation of the tax to those of voting age. At the time when the poll 
tax was established there were several reasons for limiting its applica- 
tion to mature males. In the first place its proceeds were devoted 
largely to road construction and maintenance, and in a period when 
money was scarce taxpayers were generally allowed to “work out” 
this tax in labor on roads. Mature males only could be expected to 
possess ability to pay in road work, ability being measured in terms 
of capacity for hard physical labor. The limitation of the tax to 
those of voting age suggests also a rough form of application of the 
principle of ability to those who would pay in money. For most 
persons under twenty-one would not be financially independent.^® 

A good short description of these taxes, with bibliography, is presented in 
Carl Shoup’s article, “Poll Tax,” in the Encyclopaedia of the Social Sciences. 
In approximately one-third of the states the poll tax can still be paid in 
cash or in road work. The latter, however, is attractive only to the very 
impecunious, since this labor carries very low value for tax purposes. In 193B 
the highest maximum rate at which the tax could be worked out was $2 
per day. Louisiana counted road work as worth 50(^ per day for tax purposes. 
Payment in labor is discouraged principally for the reason that modem 
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In the second place, taxation without representation was unpopular, 
and a person who was not old enough to vote could not justly be 
required to pay a personal tax. Finally, in some states, payment of 
poll tax was prerequisite to possession of the voting privilege, and 
the intention was to deny the franchise to certain groups.^® There 
was obviously no object in erecting a poll tax barrier to voting by 
those who were already denied the franchise on other grounds. 

The poll or capitation tax is now employed principally by local 
governments. In 1946 the tax was administered by and for only one 
state government. In thirteen states it was a county tax only, in 
fourteen states a city, town, or village tax only, and in eleven other 
states it was employed at more than one level of local government.^^ 
The uses to which poll tax revenues are put have shown little change. 
Earmarking of such revenues is still very common, and what began 
as a road tax has since been devoted to few additional purposes. 
Though very recent data are not available in useful form, it is doubt- 
ful that marked changes have occurred since 1937, when the poll 
tax was employed in forty-two states.^- Among local governments 
in those states, roads laid principal claim to poll tax revenues, with 
schools a strong second. The general funds fared badly with respect 
to participation in these revenues. 

With few exceptions the poll tax is badly administered by local 
governments. Its revenue productivity is small at best, generating 
little enthusiasm for careful administration. In many localities its 
administration has been so down at the heels for so long that evasion 
has become a major sport, in the supposedly harmless nature of 
"cops and robbers.” The very tradition of poor administration has 
generated so general a disrespect for the poll tax that improvement 


methods of road construction and maintenance can hardly make good use of 
many miscellaneous, untrained, and out-of-condition laborers. 

Kates of poll taxes in 1946 ranged from a figure of $1 per poll in many localities 
to a maximum of $16 in Louisiana. With some exceptions the rates of tax 
(combined state and/or county and/or municipal) in the southern “poll tax 
states” are considerably higher than elsewhere. 

Tax Systems, 10th ed., Chicago, Commerce Clearing House, 1946, pp. 261-4. 
It was prohibited in four states, and permitted but not used in two others. 
{Tax Systems of the World, 7th ed., Chicago, Commerce Clearing House, 
1938, pp. 174-5.) 
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of its administration is doubly difficult. And finally, in a large section 
of the United States, evasion of the poll tax is quite generally desired 
for political reasons, since failure to pay the tax disqualifies the 
person from voting. 

Were it not for the political and social implications of its use to 
withdraw the franchise from large numbers of citizens, and for the 
fact that a spirit of evasion with respect to one tax is easily com- 
municable to other taxes, the general failure of the poll tax would 
be cause for rejoicing. For in terms of tax theory it is a bad tax. 
Its base is the individual person, and not his income or any near or 
distant relative of it. All persons subject to the tax pay the same 
amount. It is thus regressive with respect to personal income. Its 
incidence is simple; the payer of the tax bears its incidence, as there 
is no price vehicle for either forward or backward shifting. But 
though its continued existence is anachronistic, its long history and 
the lightness of its burden upon those who principally mold policy 
combine to offer little hope of its general abandonment. 

THE UNJUST ENRICHMENT TAX 

The Supreme Court decision in Butler v. United States 
(1936) voided the first Agricultural Adjustment Act and the taxes 
imposed by it upon the processors of certain agricultural products. 
The decision created real confusion concerning the status of some 
$200 million of taxes impounded pending decision of the case, and 
some $1 billion of taxes collected since 1933 and spent for agricultural 
benefits under the Act. Almost immediately a series of court orders 
and decisions directed the return of impounded taxes to individual 
processors who had paid them under protest. Clearly a difficult 
situation was presented. In general, it was correctly assumed that 
substantially the whole tax had been shifted forward to consumers 
in increased prices. Thus, the processors legally entitled to a return 
of impounded taxes had, in general, already been reimbursed by 
buyers of their products, and the return of impounded taxes would 
create a nearly pure windfall. Furthermore, those firms which had 
paid their taxes without protest were apparently not entitled to re- 

One firm would have been entitled to refund of approximately $4 million. 
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fund. The return of these impounded taxes would thus create grave 
injustices between producers and consumers, and among producers. 
Clearly it was impossible to find those who had borne the incidence 
of the impounded taxes, even if return of the funds to them could 
have been made legal. And the same problems existed with respect to 
the billion dollars in taxes formerly collected and already spent, al- 
though their return had not been ordered. 

At the request of the President, Congress passed the Unjust 
Enrichment Tax, designed to recoup returned taxes, as well as to 
settle the larger problem of taxes paid without protest. The measure 
provided for a flat rate of 80 per cent upon the net income of any 
person or firm, arising from: (1) Any federal excise tax imposed but 
not paid (this was to recover taxes added to price prior to the 
court decision but not paid to the Treasury); (2) any reimburse- 
ments to a taxpayer by persons who sold goods to him when the tax- 
payer shifted the tax forward ( such cases would infrequently occur; 
they might occur when a processor or wholesaler was a party to suit 
against the Act and had carefully arranged to bear the tax); (3) any 
refunds of shifted excise taxes improperly or illegally collected (this 
provision was to recoup impounded taxes as well as to forestall suits 
to recover processing taxes which had previously been paid without 
protest).-^ Although the law was drawn in general terms to cover 
all federal excises, it was specifically directed toward the processing 
taxes. 

The law was probably effective in discouraging litigation which 
if successful would have created “unjust enrichment,” though the tax 
produced little revenue. The Treasury estimated in 1936 that ap- 
proximately $82 million in revenue would be received from the tax 
in 1937 (the only year in which it was expected to produce 
revenue ),“”’ though receipts were actually but $6 million in that 
year.“® By Congressional resolution in 1937 the Commissioner of 
Internal Revenue was empowered to extend the period of payment, 
and in 1947 payments are not yet entirely complete. Nevertheless, 
the total of collections to the end of fiscal 1945 amounted to only 

Cf., Title III, Revenue Act of 1936, for provisions of tlie law. 

Annual Report of the Secretary of the Treasury, 1936, p. 385. 

1937, p. 208. 
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about $43 million, and in that year payments had dwindled 
to $180 thousand. The meagerness of revenue collection under 
the unjust enrichment tax was due primarily to the fact that the 
major part of the impounded taxes was paid by firms which could 
show that the incidence was upon them. They therefore received 
refunds of processing taxes but were not subject to unjust enrich- 
ment taxes. 

It may be inquired why we devote attention to a tax of such 
insignificance with respect both to life span and to revenue pro- 
ductivity. Granted that the unjust enrichment tax has played a very 
minor role in the fiscal system, it is nevertheless interesting for two 
reasons. First, it represents a new departure in taxation, using a tax 
measure to pick up specific windfall incomes regarded as socially 
unjust or undesirable. As such, it may prove to be a useful tool with 
which to meet in the future a fairly wide range of situations.^'^ But 
more important, the use of such a tax involves application of specific 
conclusions as to the incidence of other taxes. The tax of 1936 was 
constructed upon the assumption that processing taxes were shifted 
by sellers. Any other interpretation would deny the “unjustness” 
of the enrichment. It is interesting to note the legal treatment of 
the economic concept of incidence, for the law was required either 
to accept a simple hypothesis with respect to incidence, or to set up 
a workable measure of the degree of shifting in the individual case. 
Actually it did the latter, though with reservations. The extent to 
which the tax was shifted was computed by comparing the seller’s 
margin while the tax was imposed with his average margin on the 

For example, in early 1947 its revival was tentatively suggested in connection 
with the frightening portal-to-portal pay suits. Though the portal-to-portal 
flurry quickly disappeared, there was for a time concern lest the legahty of 
suits claiming retroactive pay would severely affect the condition of the 
Treasury. For if wage claims totaling approximately $5 billion had been 
judicially upheld, the Treasury could have been affected in two ways. Firms 
required to pay heavy wage claims could in some instances establish claims 
for refunds under the excess profits tax, by carrying back loss credits against 
excess profits taxes paid during the war. Also, it is conceivable that some cost- 
plus war production contracts would require re-negotiation at higher prices 
on the findings of increased labor costs. The temper of the Congress would 
very likely have defined retroactive portal-to-portal pay as unjust enrich- 
ment.” 
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same good in the same quantities for the six years immediately pre- 
ceding imposition of the tax. The seller s margin was his selling price 
per unit less the cost of the good per unit to him. In the case of the 
manufacturer, cost meant cost of material only; in the case of goods 
purchased for resale, cost was simply the price paid for the good at 
the time of purchase. For example, suppose that during the period 
1927-33, the seller had had an average margin of 20 cents between 
the cost and selling price per unit of his product. Suppose that in 
1935, his product then being subject to processing tax, his margin 
had risen to 23 cents per unit, assuming comparable quantities in the 
two periods. The difference in margin is 3 cents and if the processing 
tax on the taxed-commodity-content of his good were 4 cents per 
unit he would have been assumed by the law to have shifted three- 
fourths of the tax and borne the other fourth himself. He would be 
entitled to keep one-fourth of these processing tax payments returned 
to him, but three-fourths of the refund (less cost of obtaining the 
refund) would be subject to unjust enrichment tax. This was, of 
course, only a rough and ready measure of the degree of tax shifting. 
It takes little account of a host of variables affecting the firm’s 
demand and costs. The improvement in the general demand situation 
between 1933 and 1936 might well have brought a natural increase 
of margins irrespective of the tax. But any less simple measure of 
shifting would have multiplied administrative difficulties, and a 
recognition of its lack of precision is reflected in a tax rate of 80 
per cent rather than 100 per cent. 
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discussing the economics of the method of financing, and Chapter 13 
(“A Survey of Views”), outlining briefly various theories of the inci- 
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CHAPTER 24 


COORDINATION OF 
TAX SYSTEMS 


Oiir analyses of particular tax measures in the last 
several chapters have indicated need for major improvement in 
some taxes and elimination of others. In this chapter we bring 
together various suggestions for improvement which have been 
mentioned previously, but particularly our objective is description 
of what might be called an integrated revenue system and of the 
obstacles to integration. In an over-all sense we are justified in speak- 
ing of this integration as principally a process of simplification. 
Many of the complexities of modern taxation are the result of 
illogical and opportunist growth, and a return to simplicity is a 
return to common sense. 


THE CASE FOR SIMPLIFICATION 


A catalog of the principal inadequacies of modern 
tax systems in the United States would emphasize those listed and 
described below. 

1. Miscellaneitij The principal types of taxes em- 
ployed by the different levels of government are the following, in 
order of importance: 


FEDERAL 

Personal income taxes 
Corporation income taxes 
(including excess profits ) 
Excises 

Employment taxes 

572 


STATE 

Sales taxes 
Employment taxes 
Corporation income taxes 
Personal income taxes 
Property taxes 


LOCAL 

Property taxes 
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Even a listing by larger categories indicates the miscellaneous nature 
of modern tax systems. It is virtually impossible to cut through the 
maze of tax measures toward any real understanding of the nature 
of tax burdens as they relate to ability to pay. This is particularly 
evident when we realize that measures which belong in the same 
general category may have quite differently defined bases, and that 
there is a wide range of variation in the types employed by the 
various states. Under such circumstances the accomplishment of a 
reasonable degree of over-all tax justice is largely accidental. For 
to the average legislator incidence, if regarded at all seriously, is 
only vague and highly generalized. And just or economic allocation 
of burdens is usually contemplated only with respect to the various 
payers of a given tax; little consideration is given to allocation with 
respect to that government’s tax system, and virtually none to 
reasonable allocation of revenue burdens imposed by all govern- 
ments combined. In addition, such a miscellaneous and unintegrated 
collection of tax measures makes difficult the administration of the 
tax system as an instrument for the creation of appropriate economic 
climate. In the large, the modem tax system is a blunt and unprecise 
instrument for either the production of revenue or the influencing of 
disposable income in the economy. 

2. Duplication This list of principal taxes on page 572 
indicates considerable duplication of effort in the administration of 
essentially similar taxes. It portrays duplication and uneconomic 
waste to the taxpayer in meeting requirements for compliance with 
many rather than a few tax measures. It exhibits independent and 
unrationalized application of taxes upon the same base at more 
than one governmental level, resulting in quite haphazard distribu- 
tion of burdens. But above all, it reflects the untenable presumption 
that the diffusion of original impact of taxes among various tax bases 
results in a diffusion of final burdens. It is painfully characteristic 
of tax legislation to assume that the discovery of a heretofore unused 
tax base constitutes the disco\’ery of a new and unexploited ability 
to pay. We need constantly to remind ourselves that, no matter 
how heterogeneous the points of original impact, tax revenues are 
eventually drawn from the stream of personal income. 
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3. Regressiveness Only a tax levied at progressive 
rates upon the whole of net personal income is a tax in harmony 
with the principle of ability to pay. Most taxes levied at pro- 
portional rates are regressive with respect to ability, while pro- 
gressive rates applied to bases other than the whole of personal net 
income either compromise or defeat the ability principle.^ A glance 
at the list of major tax measures now in use will make apparent to the 
reader that the ability principle is badly implemented in modern 
tax practice. 

4. Intergovernmental Competition A considerable 
degree of duplication in the use of certain revenue measures is 
evident. On the other hand, there is a striking absence of duplication, 
particularly in major emphasis, among different levels of govern- 
ment. Certain “preserves” have become established for certain levels 
of government: income taxes for the federal government, sales taxes 
for states, and property taxes for local governments. A certain 
touchiness on the part of government at a given level with respect to 
encroachment upon its tax preserve by government at another level 
is observable. These preserves are established by what is regarded 
as preemption {e.g., heavy federal taxation of personal incomes), 
by constitutional protection (e.g., prohibition of federal taxation of 
property), or by “squatter’s rights” (e.g., local use of the poll tax). 
At times these preserves are successfully invaded and appropriated 
by brute force, as in the case of transfer of dominance in death tax 
matters from state to federal government. In general the “separation 
of revenue sources” is maintained by sufferance of the small by the 
great. Since revenue appetites are seldom satisfied at any govern- 
mental level, governments with small revenue power exist in con- 
stant fear of loss of what are to them important revenue measures. 
They are required to subsist upon what is left in the kitchen, while 
the work they are expected to do may demand more substantial 

^ It is true that some taxes with proportional rates are progressive in terms of 
over-all ability. A proportional tax on interest and dividends may well be 
progressive in effect because such types of income represent an increasing 
proportion of total income as we proceed up the income scale. Proportional 
excises on luxury items may have roughly the same effect. But none would 
argue that such indirect approaches to taxation according to ability can com- 
pare in dependability with a progressive personal income tax. 
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fare. For example, state governments have appropriated to them- 
selves revenue resources more rapidly than they have assumed the 
functions of local governments.- And the federal government has in 
the last two decades effectively forced upon state governments new 
functions in the welfare area concurrently with a marked increase in 
the severity of federal taxation. Although the federal government has 
extended major financial assistance, these new functions have con- 
siderably increased state expenditure budgets. And the states, having 
instituted new services under federal pressure, cannot be certain of 
the continuance of federal grants at high levels. 

The picture may appear darker than it is. Although the above 
description of the situation corresponds in general with the view of 
state and local governments, there are mitigating aspects. It is 
fortunate, though to a degree accidental, that the greatest expansion 
in governmental expenditures has been financed at the federal level, 
through federal undertakings and federal grants to the states. For 
the principal tax measures utilized by the federal government are 
far superior to those utilized by the states. Even the federal corpora- 
tion income tax, with all its faults, comes closer to ability to pay than 
do the sales taxes and excises of the states. And the danger of with- 
drawal of federal financial support of state functions is probably less 
than is frequently imagined by state officials. Nevertheless, the fact 
remains that a disorganized scramble on the part of all governments 
for new revenue is likely by its results to demonstrate the superior 
power of the federal government over the states, and of the states 
over local governments. When each pursues its own interest without 
reference to the others, either of two potentially serious results may 
occur: (1) expenditures are made by that government whose tax 
resources or whose credit is stronger, without reference to the relative 
importance of those functions which less financially privileged 
governments would carry on if their finances allowed; or (2) the 
various governments pursue their own courses, taking revenue where 
they find it, to the discomfort or certain groups of taxpayers who find 
ostensibly different taxes bearing down upon their income from 
various directions. Whether or not this problem is possible of solution 

“ Cf. M. M, Davisson, “State Financial Assistance to Local Governments,” 
Proceedings, I^ational Tax Association, 1939. 
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under our multiple system of government is a matter of real concern. 
The problem exists, and can be solved only by major simplification 
of revenue systems. 

As we have seen, a very respectable attack upon the problem 
of simplification can be made by simplification of individual tax 
measures by individual governments. Vast improvement of the 
property tax by local governments is possible by exemption of in- 
tangibles, exemption of those items of tangible personal property 
concerning which assessment practice is inadequate, and improve- 
ment of the system of assessing real property.'* At the state level, 
more effective budgeting of expenditures— wholesale elimination of 
financing by special funds— would make heavy dependence upon 
sales taxes and excises less necessary, while there is room for both 
more extensive and more intensive use of the personal income tax. 
And at the federal level, many improvements looking toward more 
simplification and more justice in the income and estate taxes are 
possible.'* Many experts believe that the only real possibilities for 
improvement lie in the “nibbling” process— i.c?., improvement of their 
own tax measures by individual governments, and ironing out by 
reciprocity or mutual understanding the difficulties which appear at 
points of particular conflict between governments.'* The develop- 
ment of reciprocity among the states in the matter of multiple death 
taxation of the same intangibles has largely eliminated what was 
formerly a glaring evil. And cooperation among states in determina- 
tion of formulas for allocating uniformly the amount of business of 
an interstate concern subject to the business tax of a given state has 
reduced the extent of multiple business taxation. There would 
appear to be marked possibilities for promoting awareness of state 
and local flscal problems on the part of state delegations in the 
federal Congress. 

Important as the nibbling process may be in eliminating 
particular trouble spots in the fiscal relations between governments, 

® See Chapter 15 for discussion of this matter. 

* See Chapters 16, 17, 18, and 21. 

“For example, Professor Groves says, . . the preoccupation of the critics with 
grandiose plans for fiscal coordination may account in part for the rather low 
score of achievement to date.” (“Intergovernmental Fiscal Relations,” Pro- 
ceedings, NatioTial Tax Association, 1942, p. 105), 
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this process offers little hope toward solution of the larger problems 
of simplification and coordination of fiscal systems. The major over- 
all revenue problem is that of properly financing desirable govern- 
mental functions at all levels with revenue measures which meet the 
requirements of burden allocation along lines of ability to pay. Thus, 
simplification of the over-all tax system is indicated, with concentra- 
tion upon tax measures which best justify their use. But there is a 
further requirement: the economic consequences of taxation in terms 
of levels of income— t.e., the functional possibilities of taxation— once 
recognized and understood, need to be harnessed in the service of 
the economy. Such management implies manageable instruments, 
whose consequences are known and whose rates and bases are 
subject to effective adjustment. 

The consequences of uncoordinated fiscal systems are clearly 
evident in certain developments during early 1947. The high cost of 
living, low salaries offered public school teachers, and opportunities 
for more remunerative industrial or commercial employment, had 
created a serious personnel shortage in public education. If public 
education was to be carried on at a reasonable level, state and 
local governments were faced with the necessity of offering teachers 
salaries at least 20 per cent higher than the previous level. This, 
with other cost increases, meant markedly increased school budgets 
and the necessity for more revenue. To this revenue requirement 
were added the high cost of needed public construction, and in many 
states the financing of generous bonuses to veterans. The search for 
new revenue left no stone unturned. At the same time, the federal 
Congress was more or less committed to a significant reduction in 
income taxes, on the grounds (rightly or wrongly) that the economy 
required relief from the war tax load. Thus, the prospect of reduc- 
tion in federal taxes was seized upon by the states as offering an 
opportunity to take for themselves the taxable funds so released. 
We are not concerned at this point with the economic propriety of 
federal or state policy. But the consequences of lack of coordination 
are clearly seen: accomplishment of the federal objective of tax 
relief would be to a degree negated by conflicting state and local 
objectives. This is not an isolated example, but represents a con- 
tinuing characteristic of uncoordinated fiscal systems. 
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POSSIBLE METHODS OF COORDINATION 

The fiscal case for simplification and coordination is 
clear. But we are, as in many areas of public finance, confronted with 
a problem in which there are other than fiscal considerations. In fact, 
it may well be that the fiscal consideration should take a subordinate 
position. The lack of fiscal coordination, and the injustices and 
irrationalities it creates, is itself primarily a product of our form of 
government. For in the United States, government is intentionally 
uncoordinated. The degree of fiscal integration depends largely upon 
governmental structure. In England, for example, government fiscal 
activities are highly centralize d,‘'* for the reason that government 
itself is highly centralized. And in Canada and Australia during the 
war several state taxes were taken over by the federal government. 
This was possible because of less rigorous prohibitions upon centrali- 
zation than exist in the United States, because of less traditional im- 
portance of state and local government, and because of a tradition 
of financing from the top in the form of grants. 

Quite clearly the structure of government in the United States is 
not conducive to integration in fiscal matters. We may go even 
further; the structure of government is such as to raise serious 
obstacles to coordination. This is not to say that sovereignty in the 
states should be swept away. It is simply to point out that one of 
the real costs of our system of independent sovereignty in the states 
and a degree of practical independence in local government is that 
of fiscal complexity, waste, and injustice. Any recommendation for 
radical governmental change would bear the burden of proof that 
such costs exceed the social and individual benefits to be derived 
from decentralization. But it is not appropriate for us to enter into 
that controversy here. 

Without question, simplification and coordination can be rela- 

® Ursula K. Hicks (The Finance of British Government, Oxford, 1939, p. 34) 
generalized in 1938 tliat though local authorities spent approximately 30% of 
the total for the nation, they raised only about 7% of total revenues. The dif- 
ference is made up principally by grants from the central government. Pre- 
sumably during the war the relative fiscal significance of local governments 
declined still further. Such a governmental structure clearly simplifies the 
problem of coordination. 
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tively simply accomplished through centralization. Viewed realisti- 
cally, however, in the United States further centralization, if it oc- 
curs, will be of the de facto type, accomplished within the frame- 
work of divided sovereignty and checks and balances. There are legal 
limits to de facto centralization, and such coordination as is accom- 
plished will be of the informal sort. But within these limits there are 
real possibilities for coordination in the direction of simplicity and 
more precise focus. We proceed to a discussion of some of these 
possibilities. 

In the first place, we repeat that individual governments can go 
a long way toward simplification with respect to their own tax 
systems. The details of such improvements have been described in 
our previous analyses of particular taxes. Second, the governmental 
picture is complicated by the existence of multifarious local govern- 
mental units whose principal contribution to government is needless 
complication. In some parts of the country the county is a govern- 
mental anachronism. In other parts of the country the township is of 
this nature. And almost everywhere there has grown up under local 
government a multitude of quasi-independent governmental entities 
for the collection and disbursement of funds. Many towns and vil- 
lages are themselves governments only in a formal and unreal sense 
—they can hardly qualify as administratively efficient or as compe- 
tent to provide a reasonable scale of governmental services. With 
the development of consolidated schools, large educational grants 
from states to local governments, and state highway systems, the 
continuation of many village governments is anachronistic.'^ The re- 
organization of local government is within the power of the states, 
since local governments operate under the authority of the state. 

Tax administrators in those governments underprivileged in the 
disorganized scramble for revenue are inclined to believe that the 
solution to the revenue problem is establishment of tax preserves for 
the various governments. Thus, in this game of musical chairs, each 

To quote from Mabel Newcomer, “The community that cannot afford even 
one-half the cost of maintaining minimum standards for schools and roads and 
other local functions should probably forfeit the right to control these activi- 
ties.” (“Fiscal Relations of Federal, State, and Local Governments in the 
United States,” Proceedings, National Tax Association, 1940.) 
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government would be assured of a chair and competition would cease. 
If such were done by general (but informal) consent, it is presumed 
that governments of lesser power would be protected from encroach- 
ments upon their preserves by more powerful governments. The ex- 
perience with virtual appropriation of the death tax field by the 
federal government has led to serious question by the states as to 
whether this is, in fact, a solution to the problem. For preserves estab- 
lished upon tradition or widespread presumption are not inviolate. 
More importantly, however, avoidance of a form of taxation by one 
government because that form “belongs” to another government 
really makes little sense in terms of income as the source of all tax 
payments. For the source of taxation may be raided while a specific 
form of taxation remains untouched. And finally, the system of tax 
preserves, though it may ration tax forms among governments, is a 
movement in a direction precisely opposite from that desired. For 
the objective in intergovernmental fiscal relations should be the 
creation of a coordinated system which uses the best tax measures 
to bring in the revenue. The very presumption that the personal in- 
come tax is the peculiar property of the federal government leads 
state and local governments to avoid this desirable form of taxation 
for something less desirable. It thus creates the complexities to be 
avoided; it encourages the development of irrational systems the 
location of whose burdens is quite undeterminable. 

A factor of minor significance in reducing the intensity of the 
effects of tax duplication is that of allowing deduction of other taxes 
paid from the base of a particular tax. This may be called mutual 
deductibility. The federal income tax, for example, allows deduc- 
tion from the tax base of certain other taxes paid, including state 
income taxes. The states using income taxes do not, in general, allow 
deduction of federal income taxes paid. There are two reasons for 
expecting little escape from the effects of duplication even if mutual 
deductibility were generally practiced. In the first place, little relief 
is provided in the typical case, for other taxes paid are deducted 
from the base of a particular tax and not from the tax payable.® In 

® For example, suppose state income taxes to be deductible from the federal 
income tax base, but not the reverse. Assume a common taxable net income 
base (without benefit of tax deduction) for both taxes of $2000, an effective 
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the second place, deductibility is simply not feasible among different 
tax types, How can income taxes paid be deducted from the base of 
property, sales, employment, or poll taxes, purely as a mechanical 
matter? And tax shifting complicates the picture, for we find it 
practically impossible to administer deduction of other taxes paid 
except by the person upon whom the original impact of the par- 
ticular tax falls. What guarantees have we that taxes deducted were 
actually borne by the person who is entitled to deduct them? 

Of the three methods of simplification and coordination thus far 
discussed, the first (elimination of anachronistic governmental en- 
tities under existing powers) would offer possibilities for efiiciency 
in administration of fiscal policy, though it would accomplish little 
in the direction of elimination of undesirable tax measures. The 
second (creation of tax “preserves”) is likely to be damaging to any 
possible move in the right direction, for it crystallizes a structure of 
which bad taxes are likely to be an important part. The third 
(mutual deductibility) is largely ineffective, and since it deducts 
bad taxes from good as well as the reverse it does not accomplish 
desired emphasis upon the use of proper measures. What is needed 
is a system which raises revenue by proper means and disburses 
revenue for proper purposes. This is the essence of the objectives 
of simplification and coordination. The accomplishment of these ob- 
jectives would be much more simple were it feasible to simplify and 
coordinate governments— that is, centralize governmental authority. 
But lacking that probability, there are but three possibilities re- 
maining. These are tax-sharing, grants-in-aid, and the creation of 
uniformity in fiscal points of view among the various govern- 
ments. 

Tax-sharing may take two forms. The first is the form of cen- 
trally collected, locally shared taxes. It is feasible under our govern- 
mental structure only between state and local governments. The 

federal rate of 20%, and an cfteetive state rate of 2%. If there were no deducti- 
bility the combined taxes would be $440, or 22% of $2000. When state income 
taxes paid ($40) are deductible from net income under the federal tax, the 
combined taxes are $432. This is made up of $t0 state tax (2% x $2000) and 
$392 federal tax (20% x $1960). The tax saving resulting from deductibility 
is $8. The saving is not the amount of state tax paid, but that proportion of it 
equal to the federal tax rate— /.e., 20% of $40. 
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state levies and collects the tax, and then distributes some portion 
of the proceeds back to municipal or county governments. This 
movement has grown in recent years, partly to improve the quality 
of tax administration, partly to provide new revenues for local gov- 
ernments whose functions could not adequately be supported by 
property taxes, and partly to provide local property tax relief. The 
taxes most frequently shared are those on gasoline, with consid- 
erably less widespread sharing of liquor revenues, sales taxes, and 
income taxes. Income taxes are now shared only when they have 
been instituted for the purpose of property tax relief. Though cen- 
tralized administration typically improves efficiency in collection, it 
can be seen that the emphasis in sharing is upon the more regressive 
types of taxes. This being the case, little contribution is made toward 
solution of the general problem of imposing the right taxes. 

The second form of tax-sharing is that of allowing credit against 
a particular tax of other taxes paid. This practice is exemplified in 
the credit against the federal estate tax of 1926 of 80 per cent of 
state death taxes paid, or in the credit against the federal unemploy- 
ment tax of 90 per cent of state unemployment compensation taxes 
paid. These are examples of genuine sharing of revenues between 
sovereign governments, and indicate a practical method of revenue 
coordination in the direction of simplicity. Its weaknesses lie in the 
fact that it is essentially a unilateral action. The government superior 
in fiscal power determines both the taxes under which credits will 
be allowed and the size of those credits. By its superior power it 
can effectively impose its will upon inferior governments by making 
it financially suicidal for them not to fall into line. Provided the 
right taxes are chosen, as in the case of the estate tax, such action 
clearly contributes to an over-all improvement in the tax system. 
Probably the most significant forward step which could be made 
in coordination of revenue systems would be that of providing a 
state income tax credit against the federal income tax. This could 
be an effective means of halting the state trend toward regressive 
sales taxes, and in providing the states with revenues which would 
make possible the elimination of elements in already highly regres- 
sive state tax systems. It must be confessed that the rise of federal 
supremacy in fiscal matters has not been accompanied by a marked 
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sense of responsibility, either for Ironing out injustices in its own 
tax measures or for promoting sensible coordination of its revenue 
system with those of the states. Nor is federal action in the case of 
the estate tax credit likely to engender confidence on the part of the 
states that they can afford to hitch their wagons too securely to the 
federal star. 

A system of grants-in-aid offers real possibilities along the line 
of financing activities at various governmental levels by centralized 
administration of appropriate tax measures. The advantage of grants 
over the system of tax credits described above lies in elimination of 
duplication in revenue administration. For in the case of tax credits, 
both governments administer separate, though similar, tax laws, 
while in the case of grants the whole tax is centrally administered 
and its proceeds shared. The possible disadvantage of grants as 
major sources of revenue are: (1) the amount of revenue received 
by the grantee is determined by the grantor, and (2) the grantee 
typically has its area of free choice as to expenditure limited by 
the grantor’s conditions. If we could assume that fiscal wisdom 
and understanding were always directly proportional to fiscal power 
we could embrace grants-in-aid as representing the major promise 
of salvation from our present confusion. To date we may observe 
that grants have afforded net improvement in the fiscal system. 
They have uniformly been utilized to promote necessary stand- 
ards in performance of important state and local functions, and 
the revenues have generally been raised either by preferable tax 
measures or by cheaper borrowing than would otherwise have been 
possible. 

As we view in the large the problem of selection and coordina- 
tion we recognize that in the last analysis it can be really solved 
under our system of government only by uniform recognition of 
the fundamental principles of public finance. Recognition of the 
source of tax payments in individual incomes and utilization of the 
conclusions which we can now— though imperfectly— draw with 
respect to final incidence of particular taxes, together with an un- 
derstanding of the larger effects of taxation, borrowing, and expendi- 
ture upon the operation of the economy, constitute the major tools of 
reform. If these tools are earnestly employed in the construction of 
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a fiscal system whose objectives are an optimum list of govern- 
mental services, the greatest possible justice among individuals, and 
the highest possible level of income, the obstacles of governmental 
structure and narrow administrative vision cannot seriously obstruct 
improvement. 


THE NATURE OF AN INTEGRATED TAX SYSTEM 

The objectives to be striven for in coordination of 
federal, state, and local tax systems are two: (1) allocation of total 
tax burdens in accordance with ability to pay ^ and (2) creation of 
an over-all system which lends itself to adjustment for compensatory 
purposes. These objectives themselves suggest several characteristics 
which the system must possess. First of all, unless the system is 
simple, unless it depends upon one or a very few different tax types, 
its incidence will be uncertain. The more complex the tax system 
the more difficult it is to know the pattern of distribution of its 
incidence. Second, the system composed of one or a few types of 
tax measures must concentrate upon selection of those measures 
whose individual incidence can be predicted with reasonable ac- 
curacy. Third, the tax or taxes which constitute the system must be 
measured by personal income. Otherwise their combined effects 
upon particular taxpayers can be forecast only with considerable 
inaccuracy, and their compensatory adjustment will only inaccurately 
affect the size of personal disposable income. Finally, to lend them- 
selves to effective compensatory employment, they must be amenable 
to simple adjustment in effective rate upon particular amounts of 
income. 

With these general principles in mind, we proceed to describe 
more particularly an integrated tax system. In an absolute sense the 
principles call for elimination of virtually all taxes except those on 
personal incomes.^® Personal income taxes would then be utilized 

® This is an objective in taxation for general purposes. There is place for taxa- 
tion according to benefit in the case of special assessments for local improve- 
ments, where it is possible to allocate individual benefits. 

There would still be good reason for retention of sumptuary taxes upon those 
goods whose purchase it is desirable to discourage, of death taxes, and of 
those taxes which represent payment for specific governmental benefits, such 
as social security taxes and special assessments. 
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at all levels of government— federal, state, and local.^^ And the tax 
measures at all levels would be computed upon an identically defined 
personal income base. Quite evidently a system of sharing would 
be required, so that combined tax rates would reflect ability to pay 
from incomes of varying size. The sharing of income tax revenues 
would seem to be accomplished with least interference with the 
traditional and constitutional independence of states if the device of 
the federal credit for state income taxes paid were adopted. Sharing 
with local governments of state-collected income taxes is entirely 
feasible. 

An integrated system of personal income taxation assumes that 
the income tax itself be applied in a manner which meets the ob- 
jectives of fair and economic taxation. This implies elimination of 
the double tax jeopardy in which corporate profits now find them- 
selves. It means the placing of capital gains and losses on all fours 
with other income and loss. It contemplates the inclusion of undis- 
tributed corporate profit as personal income. And it requires the in- 
troduction of an income-averaging plan which eliminates unjustly 
heavy burdens upon fluctuating incomes. 

When the income tax is so improved, it becomes a measure in 
which great confidence can be placed. It should constitute, in a 
sensible fiscal system, substantially the sole source of revenues. Such 
a system should be the ultimate objective toward which progress is 
measured. But as an ideal it is also an objective with which com- 
promise will from time to time be made. It does— assuming federal 
credits for state income taxes paid and state grants to local govern- 
ments— give to governments at higher levels the authority to de- 
termine the extent of credits and of grants. And there will be oc- 
casions on which resort must be had to borrowing, other taxes, or 

It is actually a matter of indifference whether all governments impose taxes 
upon the personal income base or whether government at the top, all-inclusive 
level, imposes the tax and shares its revenues with governments at other 
levels. In Canada, the Dominion (central) government has recently offered 
grants of $227 million to the provincial (state) governments on condition 
that they give up all income, death, and coqjorate taxes. Such centralization 
would probably not be possible in the United States, but the same results 
could be obtained by common participation in income taxation by the method 
of tax credits. 
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income taxes in excess of federal credits. We have studied public 
borrowing sufficiently to show that it is not only a legitimate but a 
necessary fiscal instrument. Avoidance of its use is not always fiscal 
virtue, but too often fiscal foolishness. The imposition of income 
taxes at the state (or local) level in excess of credits allowed by gov- 
ernment at a higher level may frequently be necessary. In such cases 
it is clearly understood that the scale of state or local functions de- 
termined upon requires heavier taxation of those state or local in- 
comes. In such cases the locus of burdens is well known, and among 
the taxpayers involved, burdens can be fairly allocated. 

As to other types of taxes to supplement income tax revenues, 
the general rule is to impose the burden of justification upon them. 
Modest consumption taxes upon items such as gasoline, liquor, to- 
bacco products, and genuine luxury or snobbery articles can be 
supported on reasonable welfare grounds. Death taxes similar to 
those currently in use should clearly remain a part of the system. 
These revenues can logically be supplemented by prices for govern- 
ment-produced goods and by administrative revenues. The latter, 
however, should clearly be limited to allocable benefits and allocable 
costs of specific regulatory functions, and not used, as they are 
generally at present, to produce net general revenues. Finally, there 
may be occasions when excess profits taxes, and even sales taxes, will 
prove useful for sumptuary purposes. 

A realistic view of the possibilities of attaining such an integrated 
and coordinated revenue system offers little encouragement. Our 
form of governmental organization erects serious formal obstacles to 
its attainment. Popular and legislative opinion do not currently re- 
flect much true recognition either of the problem or of the principles 
upon which our analysis is based. In the long run it is the latter 
which counts, for formal obstacles can be surmounted where the 
will to cooperation exists. We repeat, therefore, that a system such 
as is here described represents the ultimate objective toward which 
progress should be measured. If it can be accepted as an ideal, 
some real progress will have been made. 



THE REVENUE CONSEQUENCES OF COORD1NA.TION 587 


THE REVENUE CONSEQUENCES OF COORDINATION 

The largest single obstacle to coordination of the 
revenue system in accordance with the pattern described above is 
the dread of losing revenue. In practice, the virtues of justice and 
compensatory usefulness are presumed to be too costly in terms of 
revenue loss. And ambition for reform is frequently dulled by the 
erroneous presumption that when the public becomes accustomed 
to a tax system, its injustices gradually disappear. That is, when in- 
justice becomes traditional it ceases to be injustice. Therefore, let 
sleeping dogs lie. 

The fundamental absurdity of the presumption that integration 
necessarily involves loss of revenue lies in its failure to recognize 
that all taxes are finally derived from the stream of individual in- 
comes. If present uncoordinated federal, state, and local revenue 
.systems take $50 billion in a year from the income stream, 
why should it be impossible to take the same revenue from the 
same source by the use of a coordinated system? Though it is true 
that elimination of excises, sales taxes, business taxes, property taxes, 
and poll taxes would immediately reduce governmental revenues, 
these revenues could, if cyclical conditions permitted, be taken 
through the personal income tax. In fact, there is ample evidence 
that improvement of the tax system through abandonment of re- 
gressive taxes upon various segments of the income stream in favor 
of a progressive tax on whole personal incomes would, in general, 
raise the level of incomes from which taxes arc paid. Thus, a given 
tax “take” would both represent a smaller proportion of income as a 
whole, and would be so allocated as to adjust individual burdens 
more fairly. 

As a generalization, therefore, we can see that no net decline in 
revenues is necessary under integration. But we must be more 
specific. Abandonment of the regressive taxes would either increase 
the income tax base, making for larger income subject to income 
tax rates, or would increase the ability to pay from given income. 
The former recognizes that if other prior taxes were not deducted 
from taxable income— as they must be at present— the magnitude of 
individual taxable income would be increased. Some part of this 
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increased taxable income would fall into higher brackets and there- 
fore pay higher rates. In any case, income tax receipts would auto- 
matically rise somewhat, without change in present income tax laws. 
But many of the taxes whose abandonment is recommended are not 
in fact deducted from taxable income under present law. This is 
due partly to the fact that some are not legally deductible, and 
partly to the fact that though they may be legally deducted their 
calculation is so diflBcult that they are ignored by the taxpayer in 
computing taxable income. Though abandonment of these taxes 
would not increase the size of taxable income under present laws, 
the ability to pay from that income would be increased. Suppose, for 
example, that the taxable income of an individual were $2000 under 
the federal law applicable in early 1947. Suppose that as a con- 
sumer the incidence of $100 of other taxes was upon him during 
the year, but that he does not deduct that amount from his taxable 
income, either because the law does not allow it or he fears that it 
would be difficult to prove that he had borne this $100 burden of 
other taxes. Since his taxable net income is $2000, he pays income 
tax at the rate of 19 per cent. In reality his income tax of $380 is 
paid on a true ability to pay measured by $1900, or the effective 
380 

rale of tax is ^ or 20 per cent. Thus, if other taxes were eliminated, 

lyuu 

a rate of 20 per cent on $2000 taxable net income would be no more 
burdensome upon him than is the 19% rate at present 

But a general rise in income tax rates is to be expected if the 
income tax is to furnish the major share of revenues. Let us observe 
as an example the results of a study by Gerhard Colm concerning 
allocation of federal, state, and local tax burdens in 1938-39. These 
are presented in Table 37. Such statistical studies imply generaliza- 
tions as to incidence which are admittedly not precise. In this case 
it was assumed that personal income taxes are not shifted, that 
corporate income taxes are borne by stockholders, and that all others 
are shifted to consumers. Nevertheless, the figures are indicative of 
general truths which are inescapable. 

If all other taxes were to be replaced by an income tax, and the 

In fact, a 20 % tax rate on $2000 would be slightly less burdensome than a 
20% rate on $1900, because of diminishing utility of income. 
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table 37 All Taxes as Per Cent of Consumer Income, 1938-39 


TAXES AS % OF PERSONAL INCOME 


INCOME CLASSES 

Federal 

State and 
Local 

Total 

Under $500 

7.9 

14.0 

21.9 

$500-$ 1,000 

6.6 

11.4 

18.0 

$1,000-$1,500 

6.4 

10.9 

17.3 

$l,500-$2,000 

6.6 

11.2 

17.8 

$2,000-$3,000 

6.4 

11.1 

17.5 

$3,000-$5,000 

7.0 

10.6 

17.6 

$5,000-$10,000 

8.4 

9.5 

17.9 

$10,000-$15,000 

14.9 

10.6 

25.5 

$15,000-$20,000 

19.8 

11.9 

31.7 

$20,000 and over 

27.2 

10.6 

37.8 

Total 

9.2 

11.0 

20.2 


distribution of burdens were to remain unchanged, the effective 
rates of tax on gross income of varying size would correspond to 
the percentage figures in the last column of the table. This is pointed 
out in demonstration of the simple fact that revenue productivity of 
a tax system is not determined by the number of different taxes im- 
posed, but by the severity of the levies in terms of income. Certainly 
a loss of revenue by abandonment of tax measures is not in- 
evitable. 

On the other hand, the figures given in the table show a dis- 
tribution of tax burdens badly out of harmony with the economic 
principles of taxation. Therefore, the tax rates in an integrated in- 
come tax system should by no means apply as rates the percentages 
in the last column. A true progressive schedule would start con- 
siderably lower for the smallest incomes, and rise to levels for the 
large incomes considerably higher than those indicated in the table. 
Personal exemptions should, of course, be low under an integrated 
income tax, though rates on net incomes derived from gross incomes 
under $1500 (for example) should be nominal. 

It is highly doubtful that taxes must be “hidden” to make them 
acceptable. If persons with incomes between $1500 and $2000 per 

Temporary National Economic Committee, Monograph No. 3, 'Who Pays the 
Taxes? Washington, 1941. The figures are from Table 1, p. 6. 
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year were shown that under the existing system they pay a total of 
17 per cent of that income in taxes, and that under an integrated in- 
come tax system their whole burden would be reduced to ( say ) 12 
per cent, it is likely that they would accept the change enthusiasti- 
cally in spite of the fact that the income tax is levied directly and 
not in a hidden manner. It is presumed, of course, that the income 
tax would operate on a pay-as-you-earn basis; any other system 
would be impossible. 

In our discussion of revenue productivity of an integrated system 
built upon the personal income tax we have, of course, assumed it 
to be desirable that a given amount of revenue be taken. Our earlier 
discussion of compensatory taxation, however, has indicated that 
the amount of revenue to be raised will depend in each instance 
largely upon the current level of national income and the level which 
it is desired to attain. We are not ignoring the counter-cyclical need 
for taking disposable income from individuals when inflation threat- 
ens, and leaving disposable income in the hands of individuals when 
employment is deficient. Indeed, the importance of the compensa- 
tory function of taxation provides the second major foundation stone 
of the case for an integrated system based upon the personal in- 
come tax. This tax is amenable to compensatory adjustment as is 
no other single tax or combination of taxes. And its adjustment is 
peculiarly effective for compensatory purposes because its base is 
the disposable income of the individual; adjustment is felt precisely 
at the point where the basic income-influencing decisions to con- 
sume, invest, or hoard are made. 
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CHAPTER 25 


MAJOR ISSUES 
IN PUBLIC FINANCE 


In the first chapter of this book it was stated that the 
major goal in the study of public finance is the formulation of 
proper fiscal policy. Our analysis throughout has been directed to- 
ward the determination of causal relations between fiscal policies and 
their effects upon the economy. We have noted a multitude of points 
at which fiscal activities affect the general economy; indeed, there 
are so many such points of contact that it may at times have been 
difficult to distinguish those of major from those of minor signifi- 
cance. In this concluding chapter our purpose will be the attain- 
ment of perspective with respect to fiscal problems. 

We repeat a further observation made in the beginning chapter; 
that the issues in the field of public finance are by no means solely 
economic. For public finance is a study of what may be called 
“political economy.’' It requires pure economic analysis, but it re- 
quires as well decisions concerning public policy. And the making 
of policy decisions involves choice of proper ends and means, not 
only in the economic sphere, but in the political and other spheres. 
In this chapter we shall be required to give more serious attention 
to non-economic issues than has been given in earlier chapters. 

EMPLOYMENT OF FISCAL MEASURES FOR ECONOMIC 

PURPOSES 

The major issue in public finance concerns the use of 
fiscal instruments for the accomplishment of general economic pur- 

592 
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poses. Throughout earlier chapters we have consistently given at- 
tention to the general economic implications of fiscal practice for 
the level of employment at which the economy operates. The very 
persistence of this point of view in the analysis may have suggested 
to the reader that no issue remains— that this view is generally ac- 
cepted. This is by no means the case, for in popular thinking what 
we have referred to as “compensatory” or “economic” use of fiscal 
instruments is still quite generally thought to be something ranging 
from “novel” to “alien.” ^ The pros and cons of this issue are en- 
lightening. 

The Case For Compensatory Fiscal Policy We shall 
state this case only briefly, for it has been elaborated throughout 
previous chapters. It begins with recognition of the fact that the 
financial operations of governments have grown to such proportions 
as to have inevitably powerful effects upon the level at which the 
economy operates. When governments take from and put into the 
stream of national income from one-fourth to one-third of that 
stream, the effects cannot be neutral. There are two major types of 
these effects. First, the choice as to the proper level of expenditure 
implies choice as to the degree to which services of government are 
substituted for services privately produced. That is, when govern- 
ment takes money income in taxes and spends it, to that degree 
private income is not disposable by private individuals according 
to their individual desires, but by government according to the de- 
sires of the society as represented by governmental decisions. In the 
real sense, expenditure by government directs the employment of 
economic factors of production into the creation of things which 
society, as represented by government, wishes produced. Thus, fiscal 
operations inevitably determine into what lines a significant portion 
of economic resources is directed. This is true whether or not fiscal 

^ Professor H. L. Lutz {Public Finance, 4th ed., New York, Appleton-Century, 
1947) brands compensatory views as “alien doctrines.” Wliether he means 
alien to tradition and orthodox fiscal doctrine, or whether he means to use 
the word as a weapon is not detir. Without doubt these doctrines are alien 
to orthodoxy. But if he means that they are alien in the sense of having foreign 
origin (Lord Keynes and England), the term is an impotent weapon, for so 
was orthodox doctrine (and the Classical economics upon which it is founded) 
of English origin. 
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policy is consciously directed to such ends. The case for functional 
use of fiscal instruments thus begins with the recognition that taxa- 
tion, borrowing, and spending have significant economic eflFects in 
any case, and urges conscious fiscal policy to the end of avoiding 
negative results in terms of economic welfare. 

Second, the case for compensatory use contemplates more than 
avoidance of negative economic results. It points to the possibilities 
for engineering a reasonably stable level of production high enough 
to avoid the wastes involved in unemployment of productive factors. 
It also emphasizes the need for fiscal-monetary controls to avoid 
inflation when productive resources are fully employed. Since the 
business cycle is a cycle of spendings, fiscal instruments are to be 
used to (1) supplement private spending with public spending in 
periods of underemployment, and (2) discourage private spending 
tlirough heavy taxation when anticipations are such as to cause 
only price inflation in periods of full employment. Thus, fiscal in- 
struments are regarded as peculiarly effective tools for control of 
the level of employment in the private economy. Their use is advo- 
cated in the public interest, to avoid the social ravages of severe 
depression and inflation, and therefore to protect the private econ- 
omy from the consequences of its most serious fault— instability. 

The Case Against Compensatory Fiscal Policy The 
opponents of compensatory policy oppose it on several grounds. 
These may be classified as: 

1. Opposition on grounds that compensatory policy is only “make- 
work” policy, and is thus uneconomic. 

2. Opposition on grounds that compensatory devices are unwork- 
able; that is, incapable of accomplishing the desired ends. 

3. Opposition on grounds of fear of debt. 

4. Opposition on political grounds. 

The opponents of compensatory policy hold to the orthodox doc- 
trines of budget balance. But in their view not only should the ideal 
—except in extreme emergencies— be a balanced budget; the budget 
should be balanced at the lowest possible level of taxation and ex- 
penditure. This statement, however, simply begs the question, for 
all would agree to it. The question at issue is: What is the lowest 
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possible level of taxation and expenditure? The Afunctional finance” 
school would measure the desired levels of taxation and expenditure 
solely in terms of employment and national income needs. Those 
who favor compensatory use of fiscal measures would define the 
minimum necessary levels in terms of both the scale of govern- 
mental services to be financed and the needs of the economy as to 
employment and income. The orthodox group would ignore func- 
tional and compensatory uses, and define minimum levels solely in 
terms of the current need for governmental services and debt re- 
duction, with special attention to the avoidance of unbalanced 
budgets. 

In this orthodox view, the income-inducing effects of expenditure 
are largely unrecognized, and expenditures which are not “self- 
liquidating”— in the sense that they do not bring in to government an 
income equal to their cost— are generally classed as “unproductive.” ^ 
Thus, a large share of modern public expenditure is unproductive 
and wasteful; “necessary” functions are too elaborately performed, 
and many unnecessary functions are carried on at the expense of the 
economy." This results in withdrawal of private income in taxes— 
currently or in the long run— which could be put to more economic 
use if left in private hands. But let us consider the elements in the 
“orthodox” case separately. 

1. is Compensatory Policy “Make-work” Policy? The 
“alien” doctrines of compensatory use of fiscal policy have fre- 
quently been characterized as assuming that spending without pro- 
duction can improve welfare, and they have been attacked on the 
grounds that there is “no free lunch.” ^ This characterization is, how- 
ever, entirely improper, for the case for compensatory spending is 
firmly grounded in the thory that the levels of employment and 
production in a private economy are determined by the level of 

“ The exceptions are public education and protection, by tradition. 

® The "knowledge” that expenditures are excessive appears to be based in many 
cases upon intuition alone. Note, for example; "Federal personnel totals now 
well over twice what it did in 1939 and nearly four times what it did in 1932. 
It is inconceivable that so many employees are really necessary Quoted from 
Roswell Magill, “Taxes, The Federal Budget and Debt,” The Tax Review, 
March, 1947, p. 10. (Italics added.) 

^ Cf. Lutz, op. cit.. Preface, pp. v, vi. 
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spending, or of effective demand. The creation of effective demand 
is possible through governmental spending, even— under proper con- 
ditions— for “boondoggling” projects. For the receipt of disposable 
income by individuals may well increase effective demand, calling 
forth increased production in the private economy. 

The issue here appears to be mainly one of assumptions. Neo- 
classical economics, upon which orthodox fiscal theory is based, 
assumes full employment. Underemployment is viewed as but a 
temporary aberration of the economy, carrying its own correctives. 
Thus, the only possible situation of equilibrium in the economy is 
that at full employment, and deviations from this equilibrium situa- 
tion are self-correcting. Under such assumptions compensatory spend- 
ing is but meddling, tending to throw out of gear the forces working 
toward equilibrium. Opposed to this view, compensatory doctrine 
points to the possibility of equilibrium at any level of employment, 
the level being dependent upon consumption and investment— effec- 
tive demand. In this view it is erroneous to assume that compensa- 
tory policy only redistributes existing production, taking from those 
who have and giving to those who lack. If this were the case, com- 
pensatory policy would be providing “free lunch” to those who lack. 
But the reasoning goes farther; in conditions of underemployment, 
spending by those who lack creates employment and production, so 
that what they purchase is not simply a deduction from the quanti- 
ties of goods available to others; it is largely a net addition to total 
production. This being the case, compensatory spending policy is 
not “free lunch” policy, but is designed to put unutilized productive 
capacity of the economy to work. It is thus entirely economic. 

Curiously enough, compensatory doctrine is quite acceptable, in 
some of its applications, to the orthodox group. For example, there 
is no disposition to deny that one of the factors causing the short 
but severe business recession in 1937-38 was the cessation of com- 
pensatory expenditure by government. If the cessation of spending 
was a cause of the recession, then the spending itself was a cause 
of the previously higher level of production. Further, none would 
deny that government expenditure during war is the principal cause 
of high production. The war was by no means fought with “free 
lunch.” Yet there is hesitancy to admit the generalized fact that 
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under most circumstances government expenditure acts the same as 
private expenditure in the promotion of production when there is 
unused productive capacity. 

On the side of compensatory use of taxation the same situation 
appears. The orthodox view holds, though with less enthusiasm, that 
taxation is an ineffective controller of the general level of effective 
demand. Yet it is one of the axioms of orthodox (and compensatory) 
doctrine that the war and post-war inflationary pressure was due to 
monetization of the public debt. Both sides hold that, given the 
level of necessary war expenditures, financing by taxation would 
have been less inflationary than financing by loans. And during 1947 
the widespread business request for federal tax reduction was based 
principally upon the fear that continued heavy taxation would so 
curb effective demand as to make recession inevitable. These are 
cases demonstrating obvious recognition of the potential effective- 
ness of taxation as a compensatory measure. 

The charge that compensatory spending policy is “make-work" 
policy is seen to depend upon the question whether spending by 
government can actually create additional production or whether 
it simply redistributes existing production. We find the latter to 
occur only when full utilization of productive capacity exists, and 
when additions to the volume of production cannot occur. In such 
full employment circumstances spending brings about the sort of 
redistribution of real income which inflation inevitably produces. 
And under such conditions compensatory fiscal doctrine would have 
expenditures reduced to a minimum and heavier taxation instituted. 
Increase of production can and does occur during periods of under- 
employment, by the increase of effective demand. How successful 
it is will depend largely upon the manner in which it is adminis- 
tered; ® compensatory doctrine is as much concerned with the man- 
ner and timing of spending and taxing as with the fact of spending 
and taxing. But the evidence is perfectly clear that fiscal operations 
do significantly affect the level at which the economy operates. 

2. Are Compensatory Devices Workable? The case 
against compensatory fiscal policy places strong emphasis upon the 
assertion that compensatory devices are unworkable. Their work- 
° See Chapters 5 and 6. 
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ability is strongly questioned on both theoretical and practical 
grounds. The more naive theoretical objection falls back upon the 
general assertion that government "can only give public employment 
at the expense of private employment.” ® Such an assertion is 
necessarily true only under full employment conditions, when it is 
a choice of “guns or butter” because productive resources are fully 
utilized. As we have seen, however, compensatory theory fully 
recognizes this fact, calling for compensatory increase of employ- 
ment only when unemployment exists. 

A more nearly valid objection to the theory of compensatory 
policy emphasizes the effect of public activity upon the expectations 
of entrepreneurs. We have in an earlier chapter (Chapter 5) dis- 
cussed the problem of business confidence. If the act of public spend- 
ing during underemployment has adverse effects upon business con- 
fidence, the spending itself may lower the level of private spendings. 
Additional public spending under such circumstances does not 
represent a net addition to total spendings, and the over-all result in 
the extreme case may conceivably be an even lower level of total 
(private and governmental) spending than before. But to assume 
that such results are inevitable or even typical reflects poor judgment; 
though some decline in business spending may occur, it is difficult 
to imagine a public expenditure program so bungled as to have no 
net positive effect upon the level of effective demand. And we repeat 
that compensatory doctrine recognizes the possibility of both good 
and bad results, and considers as important data the essential in- 
gredients of each. By and large the good ( effective ) compensatory 
spending policy is that which damages business confidence least, 
while the good (effective) compensatory tax policy is that which 
most strongly influences— positively or negatively— private propen- 
sities to spend. 

We have seen in our earlier analysis that the confidence factor is 
extremely difficult to measure or to forecast; yet it is a highly volatile 
influence. However, it can by no means be granted that any govern- 
mental fiscal device will prove unworkable because it inevitably 
creates an at least equal and offsetting reaction in the private 

® Quoted from a review by John Chamberlain of Henry Hazlitt's Economics in 
One Lesson; The New York Times Book Review, August 4, 1946, p. 3. 
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economy. The choice is between doing essentially nothing about 
depression and boom, or utilizing measures which, if cognizance is 
taken of the importance of anticipations, can affect the levels of 
employment and income. 

On the practical side it has been objected that government can- 
not command the economic and statistical competence to direct 
intelligently the administration of compensatory devices. Economics 
is not an exact science, particularly in the forecasting sense, and 
existing economic statistics are neither as extensive nor as precise 
as we should like them to be. The typical interested person tends to 
expect too much of compensatory policy, and to condemn it because 
it is not perfect. Although ideally we should like completely to iron 
out business fluctuations, except in emergencies requiring all-out 
effort, this is hardly possible in a private enterprise economy. Though 
it would be nice to be able to forecast exactly when and by how 
much employment would decline or prices rise, so that preparations 
could be complete when they occur, such an ideal solution is out of 
the question. Our statistical knowledge can be adequate to show 
when employment actually is rising or falling, and by approximately 
how much. And such information can be useful as a basis for policy 
to moderate business fluctuations. Recent experience indicates that 
we need not worry much about the lack of perfection in our statistical 
tools until we can assure ourselves that as a society we are ready to 
utilize the available tools sensibly.^ And it is reasonable to expect 
that determination to make serious use of economic forecast would 
lead to improvement in the techniques and data to be used. 

3. The Fear of Debt Prior to World War II the fear 
of debt was a stronger element in the case against compensatory 
policy than it appears to be since the war. We have analyzed the 
burden of debt in Chapter 9 and have found it to result principally 
from transfers of disposable income between persons and classes. 
But the fear of debt increase is founded largely upon the notion 
that compensatory policy requires constant debt increase. The long 
underemployment period of the thirties, the war, and the fear of 

For example, the drive for tax reduction in 1947, in the face of full employ- 
ment and galloping inflation, indicates that until we are willing to heed the 
signs there is little need to improve our statistical tools. 
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heavy post-war reconversion unemployment combined to suggest a 
rather constant pressure to increase debt, particularly if com- 
pensatory policy were wholeheartedly adopted. 

On the other hand, experience during the two years following 
termination of the war showed quite clearly: (1) that the American 
economy is not without periods of extreme prosperity, and ( 2 ) that 
debt burden is related most significantly to the level at which the 
economy is operating. The importance of the first lies in its demon- 
stration that persistent debt increase is by no means inevitable, and 
that budget surplus which makes debt reduction possible is quite 
attainable in modern times. For the peacetime economy has demon- 
strated itself to be at times virile enough to hold to full employment 
in spite of the load of wartime tax rates. The importance of the 
second lies in its demonstration of the relative ease with which high 
debt can be borne under conditions of full employment. This demon- 
stration has tended to transfer emphasis from the fear of debt to the 
fear of low national income. 

Approximately 90 per cent of the federal debt at the end of 
fiscal 1946 had been incurred for wars. Less than 10 per cent could 
be considered to have been incurred for purposes even remotely 
related to compensatory operations. And this small proportion was 
incurred in connection with policies which were not seriously com- 
pensatory in nature. In the face of these facts it is not surprising that 
the fear of debt as a basis for objection to compensatory policy 
should have declined in importance. The burden of huge debt, 
incurred almost exclusively for war purposes, has been found to be 
by no means unbearable. The lesson is thus reasonably clear: a low 
level of economic activity is far more to be feared than is the burden 
of debt incurred for compensatory purposes. 

The behavior of the majority party in Congress in 1947 testifies 
to the decline in importance of the fear of debt. A party committed 
by tradition to fiscal orthodoxy, whose attitude while in the minority 
had been strongly condemnatory of unbalanced budgets and debt 
increase, found itself heir in 1947 not only to Congressional control 
but also to conditions which appeared to be potentially productive 
of large budget surplus. The record is instructive; little concern was 
voiced for reduction of debt, but the potential budget surplus was 
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to be used primarily for tax reduction. We are not here required to 
evaluate over-all fiscal practice during this period. But it is significant 
to note the decline in concern for the height of debt, even in orthodox 
thinking.® 

4. Opposition on Political Grounds The most fre- 
quently voiced objection to compensatory fiscal policy belongs in 
the field of politics rather than in that of economics. It is feared that 
assumption by government of the responsibility for maintenance of 
full employment will lead inevitably to dictatorial “statism” and 
the disappearance of individual liberty and democratic govern- 
ment. This is expected for two reasons; (1) when employment is 
paternalistically guaranteed by government, the people will turn 
more and more to government for employment, thus establishing a 
paternalistic employer-employee relationship between government 
and its citizens; and (2) government spending to promote employ- 
ment will inevitably involve controls over the distribution of income 
and private spending. 

The degree to which these fears would materialize in practice is 
difficult to predict. It would depend almost entirely upon the 
capacity of democratic government to behave democratically, and 
upon the degree of enthusiasm which the people retain for the 
private enterprise system.'*^ For compensatory fiscal policy is designed 
to operate through the private economy. Government's expenditures 
upon public works are paid out to private individuals and private 
firms. It can, of course, choose the individuals and firms to whom 
payment will be made in the first instance. But when funds are re- 
spent they are entirely free of governmental controls. And it is im- 
portant to note that compensatory policy does not contemplate that 

® The president of General Motors Corporation was reported to have testified 
before a Congressional committee in June, 1947, against tlie radical policy of 
reducing debt by high taxes, and was quoted as follows: A reduction in the 
national debt, brought about by the collection of taxes, can be done too fast 
and prove to be deflationary. An orderly reduction of the debt, coupled with 
tax reductions, should be undertaken as a means of maintaining the present 
economic level.” (New York Herald Tribune, June 25, 1947, p. 17.) High 
public debt is thus not the supreme evil it was formerly claimed to be. 

® It is quite possible that compensatory fiscal policy will not be popularly em- 
braced until arrival of a serious business depression. If so, enthusiasm for the 
private enterprise system may well be at a low ebb. 
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government itself will employ unemployed workers in large num- 
bers. The objective is to make employment of workers by private 
firms possible by governmental purchase of things which private 
firms produce for sale. 

Compensatory tax policy is designed to control private ex- 
penditure only indirectly. The imposition of heavy taxes to dis- 
courage private spending, and the lightening of the tax load to 
encourage private spending, have as their major objective the 
exercise of control. However, the control is exercised over total 
spending of the taxed individual; there remains a large area of free- 
dom of choice in the disposition of remaining income. The redis- 
tribution of income by taxation is inevitable if the principle of 
ability to pay is to guide tax policy. And the long-run compensatory 
objective of raising the level of consumption points to persistent use 
of progressive taxation, thus bringing about some redistribution of 
income. 

Such controls, though indirect and therefore hardly “dictatorial,” 
represent marked departure from the principles of pure laissez faire. 
But no modern economy has paid more than lip service to pure 
laissez faire; the compensatory policies contemplated here represent 
little if any departure from the system of free enterprise as we have 
experienced it during the last quarter-century. 

Probably the real issue here faced is that of possible alternatives 
to the use of compensatory and other control policies. Can the private 
enterprise system correct its own propensities toward instability? 
If not, can the institutions of a free enterprise system and democratic 
government survive in the absence of control? Does personal freedom 
really exist under conditions of widespread unemployment? These 
are questions to which it is difficult to give categorical answers. It 
is probable, however, that most experts would answer all of them 
in the negative. And if negative answers are correct, the choice 
between compensatory policy and the alternatives is not difficult to 
make, though it may be admitted that compensatory policy is policy 
designed to exercise control. The comparison is too frequently made 
between full employment policy and pure laissez faire, and not 
between full employment policy and the possible alternatives. 

In a very real sense the differences between the “budget 
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balancers’’ and the enthusiasts for compensatory fiscal policy can be 
summed up in the question, “Which budget is it important to con- 
sider?’ Orthodox views are concerned with the fiscal budget, while 
compensatory views are concerned with the national economic 
“budget.” The latter “budget” is always balanced, since, for the 
economy as a whole, income and expenditure are always equal. 
The objective is thus not to balance social income and spendings, for 
they will inevitably be equal, but to have them balance at a full 
employment level. The fiscal budget is then seen to be but a single 
element in the total economic picture, to be balanced, less than 
balanced, or more than balanced as employment conditions require. 
This assumes, of course, that fiscal operations are capable of affect- 
ing significantly the levels of employment and income. 

THE ISSUE OF TAX RELIEF 

In the period following the Second World War the 
question of tax relief has loomed large in fiscal discussion. It takes 
several forms. In one form it is the question of relieving investment 
incomes and large incomes from the tax burden carried over from 
the preceding decade. In another form it is a questi(/n of relieving 
low incomes from tax pressure during a period of cost-of-living in- 
flation. In a third and more general form it is a question of return to 
pre-war normality all along the line in matters of tax rates. 

Basically the issue is seen to be either that of policy which is 
wise in the compensatory sense or that of justice as between groups. 
The drive for tax reduction in 1947 was generally described as a 
return toward pre-war levels, though both the form of tax reduction 
provided in the bill and the testimony of its proponents during the 
hearings emphasized the desire to remove onerous burdens from 
middle and large incomes. We have seen that the across-the-board 
type of reduction contemplated in the 1947 action would have 
actually retained a major part of the war burden upon low incomes, 

The bill was passed in both houses by substantial majorities, but was vetoed 
by the President, and the veto upheld. 

See footnote 16 on page 459 for a demonstration of the degree to which 
across-the-board reduction would have returned tax burdens to their pre-war 
relationships. 
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while the extent of relief from such burdens increased as the income 
level increased. The President’s veto message emphasized this point. 

The issue of tax relief for larger incomes focused in this instance 
upon essentially compensatory doctrines. Those who opposed the 
reduction did so largely on anti-inflationary grounds. It was insisted 
that a period of full employment and rising prices was an in- 
appropriate time for any kind of tax reduction. On the other hand, 
those who favored the reduction did so largely on grounds of the 
long-run desirability of granting incentives to large- and profit- 
income receivers. The issue was thus not clearly drawn; it was a 
matter of the short, cyclical view versus the long, secular view, and 
the arguments of one side did not meet those of the other. It is, how- 
ever, clear that both objectives could have been attained, though by 
different types of action. We have seen in earlier chapters how 
certain types of investment income are discriminated against by the 
double burden of corporate and personal income taxes. The long- 
run relief of incomes discriminated against could better be accom- 
plished by removal of the discrimination than by reduction of 
personal income tax rates. And the short-run, anti-inflation arguments 
for retention of the general schedule of high tax rates were clearly 
appropriate under the conditions obtaining. 

In the same period (1947) an issue developed between those 
who would heartlessly apply counter-cycle tax principles and those 
who urged tax relief of low incomes when inflation was pressing 
living standards downward. Here the issue was between vigorous 
use of the tax tool to control and its use to improve short-run welfare 
of those underprivileged in the scheme of income distribution. Un- 
questionably the little fellow was being seriously squeezed by rising 
prices. But the very fact that his propensity to consume was high 
meant that tax relief would encourage the upward course of prices. 
Tax relief would thus be only temporary, and within a few months 

It was frequently asserted that tax reduction was necessary in order to avoid 
impending recession due to buyers' strikes against rapidly rising prices. This 
would, of course, be a perverse use of counter-cycle taxation; it might post- 
pone recession by encouraging inflation for a longer period, but would clearly 
not avoid the eventual consequences of producers' pricing themselves out of 
the market. Proper counter-cycle policy would apply the tax brakes to in- 
flation, releasing the brakes only when recession arrived. 
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or weeks he would feel the pressure of prices as strongly as before. 
To the dismay of those possessing a strong social weHare peint of 
view, the lower-income receivers are those whose spending makes up 
the bulk of consumption expenditure, for they constitute the large 
body of consumers. Though individually their living standards are 
disappointingly modest, they are largely responsible for aggregate 
consumption demand. When production can be expanded, their 
relief from tax burdens may bring about both a higher level of em- 
ployment and higher standards of living; but under full employment 
they cannot be given tax relief without seriously encouraging price 
inflation. Thus they cannot gain from fuller employment, and they 
cannot gain from the inflation which tax relief encourages. It is for 
this reason that relief of lower incomes from the wartime tax 
burden could not, except very temporarily, have improved the living 
standards of those less privileged. The issue is thus resolved by 
taking the longer view, and anti-inflation tax policy is indicated. 

It seems evident that the issue of tax rt'lief in any particular set 
of circumstances requires the setting of objectives in this order: (1) 
elimination of long-run discrimination against particular types or 
levels of income, and (2) use of tax rates to engineer controls in 
terms of welfare through the cycle. Once basic injustices and dis- 
criminations are removed, to set a ‘norm” of relationships among 
taxpayers, the accomplishment of cyclical stabilization will in 
virtually all circumstances provide a higher level of welfare than 
will a program temporarily favoring one group and then another. 

ISSUES CONCERNING TYPES OF TAXES TO BE USED 

The period following the Second World War is one 
during which a great deal of legislative soul-searching will occur. The 
persistent pressure for high revenue— in the national government to 
finance the requirements of international leadership, and in state and 
local governments to carry out deferred functions under high price 
levels— requires a high degree of fiscal statesmanship. What long-run 
adjustments in tax measures are in order? What new tax instruments 
should be called into service? Many of the apparent problems are 
but mirages which will disappear with recognition of the simple 
fact that the source of tax payments is the incomes of individuals. 
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IVith pathetic innocence and bewilderment state legislatures con- 
clude that unfortunately the only tax capable of producing the 
necessary revenue is the sales tax. It is sheer nonsense to assume 
that income transferred to government through the sales tax could 
not be transferred in equal amounts through the income tax. Yet 
the existing federal rates are presumed to preclude significant use 
of a similar measure by the states. 

There would seem to be considerable merit in requiring legis- 
lators to learn and understand a simple fiscal catechism as a pre- 
requisite to assumption of office.'^ The time and energy of legislators 
would be economized, and the society protected against frequent 
legislative missteps, if a catechism such as the following could be 
made to underlie policy: 

1. All taxes are finally paid from personal income; income to 
business firms is but in the process of becoming personal income. 

2. The person upon whom a tax originally is assessed is by no means 
always the person who finally pays it; most types are shifted in at 
least some degree. 

3. The use of various types of tax measures can serve but two 
purposes: (a) to select from the mass of income receivers certain 
individuals or groups who are chosen, for reasons of ability, 
benefit, or control, to pay taxes, or (b) to simplify the process of 
administration. 

4. Therefore, adoption of a whole kit of apparently unrelated tax 
bases does not avoid multiple impact upon the source of taxes; and 
the more complex the tax system— both in type and in variety of 
measures employed— the less certain the knowledge of its effects. 

And understanding of these principles would go far toward dis- 
persing the dense fog currently enveloping fiscal thinking. It is 
hardly conceivable that its points are debatable; it does not reflect a 
philosophy or a point of view. It does not carry political overtones, 
unless public confusion is regarded as a political vested interest. 
What it does is essentially to clear the air for and make mandatory 
the determination of basic fiscal objectives. When objectives are 

The catechism should not be classified as top secret, for the eyes of legislators 
only. Com^mon citizens are equally concerned and equally confused. 
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Spelled out and the principles for their attainment are understood, 
the preparation of legislation is largely a mechanical matter. In 
virtually every instance a loosely drawn law reflects either indecision 
as to objectives or ignorance as to principles, or both. 

THE NON-ECONOMIC ASPECTS OF PUBLIC FINANCE 

In Chapter 1 we pointed out that the determination of 
flscal policy requires coordination of the efforts of many specialists. 
Among these specialists, economists play only a part, though a 
significant part. We have in this book, however, analyzed fiscal 
theory and fiscal policy only from the viewpoint of the economist; 
that is, we have been concerned only with the economic aspects of 
public finance. This is not to deny the importance of the historical, 
political, sociological, and legal aspects of the study, but to 
emphasize an aspect too imperfectly understood and too little 
accented. 

The conclusions we have drawn are essentially economic con- 
clusions. That these conclusions may require some qualification in 
view of the existence of non-economic factors is readily granted. 
But the degree of qualification must constantly be determined in 
full view of the economic implications of such qualification. Non- 
economic considerations ought not to so condition policy as to make 
it un-economic. 

Let us see what some of the non-economic considerations might 
be. From the point of view of the political scientist or the practical 
politician, tradition and usage bulk large as political values. It may 
be that the purely economic analysis leads to conclusions which 
would require change so radical as to destroy such values. Com- 
pensatory fiscal policy is itself a case in point; its immediate and 
wholehearted adoption might be considered by the political scientist 
to involve too abrupt change in the relation of government to its 
citizens, and its gradual introduction might be recommended. Or it 
may be that the conditions or traditions of government service are 
such as to make difficult the attraction of competent personnel to 
direct compensatory policy intelligently. It may be that government 
by pressure groups is so significant as to make consistently intelligent 
policy impossible. Conceivably, government is so insistently repre- 
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sentative— that is, representatives are so determined to reflect what 
they believe to be the current desires of their constituents that they 
do not act consistently in conformity with the truth as they see it— 
as to question the likelihood that consistent policy is possible. 

Possibly the suggested alteration of present veto practice, making 
possible the veto of portions of bills while approving others, would 
be in the long run dangerously upsetting to the desired balance 
between executive and legislative powers. And it is always possible 
that existing legislation or a long line of court decisions would make 
certain economically desirable changes infeasible from the point of 
view of the political scientist, the politician, or the lawyer. It is even 
conceivable that elimination of confused thinking and establishment 
of simple truths would weaken the institution of the two-party 
political system by removing political issues. If this is true the pros- 
pects for democratic government are dismal indeed. It may be that 
the sociologist would react unfavorably toward mandatory joint 
income tax returns, and would favor the opposite alternative of 
separate returns. 

There are almost limitless possibilities that the conclusions of 
the economist with respect to acceptable fiscal policy will raise major 
or minor objection from specialists in other fields. Clearly, when non- 
economic considerations are paramount, the economist’s recom- 
mendations should be qualified. But it may be insisted that questions 
of fiscal policy are, by and large, fundamentally economic. When 
qualification of economic conclusions is suggested for non-economic 
reasons, the burden of proof should generally be upon the proponent 
of qualification. Otherwise basically economic problems will be 
subject to uneconomic treatment because of the intrusion of non- 
economic considerations. 

NON-FISCAL ASPECTS OF ECONOMIC PROBLEMS 

Intensive study of a particular field of economics is 
naturally attended with the danger that considerations outside that 
particular field are under-emphasized. It may be assumed, for ex- 
ample, that the emphasis in this book upon the general compensatory 
possibilities in public finance implies that fiscal practice is the 
principal or only determinant of the level of economic activity. This 
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is by no means the case. Monetary and banking controls may be of 
extreme importance in determining the level of income in certain 
circumstances. The relative bargaining power of various income 
classes will be a significant determinant of the pattern of income dis- 
tribution and thus of the volume of consumption and investment 
spending. Quite probably the most important factor in the level of 
employment is the degree of competition existent in the economy. 
Thus, fiscal policy is but one of the instruments of stabilization and 
control. When it is not used consistently in conjunction with non- 
fiscal controls, its effectiveness is reduced. When it is used as a 
palliative for evils which should themselves be rooted out it is likely 
not only to be relatively ineffective, but to do real harm in postpon- 
ing needed action. The monopoly question is a case in point. If 
compensatory spending results only in increased monopoly profits, 
more firmly entrenching monopolistic firms, fiscal policy will not 
only fail to promote employment, but will itself promote conditions 
conducive to stagnation. And basic tax revisions intended to remove 
the discrimination against profit incomes, and thus to promote ac- 
ceptance of risks in investment, will relieve monopolies of some 
part of their present tax burdens. Though savings may increase as a 
result, their investment to provide employment does not follow when 
the possessors are primarily interested in saving the market, protect- 
ing what they have, and avoiding the acceptance of risk. The ad- 
ministered prices of monopoly are peculiarly destructive of stable 
employment at a high level. For a decline in demand is typically 
accompanied by a decline in output and employment rather than by 
a decline in price, while an increase in demand is likely to by sponged 
up in price and profit increase rather than an increase in output and 
employment. 

Fiscal operations, by their very nature, produce significant gen- 
eral economic effects, and their intelligent direction can purpose- 
fully affect the level at which the economy operates. However, fiscal 
policy is not the be-all and end-all among economic influences or 
controls. Its intelligent use implies coordination with non-fiscal eco- 
nomic policy, the latter in many instances being the more necessary 
or effective. 
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